VOLUME 12 NO. 10 





| RELEASES IN THIS ISSUE 





5837 -38 
13639 - 70 


Securities Act 

Securities Exchange Act 
Public Utility Holding 
Company Act 
Investment Company Act 
Litigation 


20078 - 88 
9821 - 24 
7980 - 87 


6/23/77. c 


document published in this issue. 


This issue covers releases issued from 6/17/27 


This listing does not affect the legal status of any- 





SEC DOCKET INDEX 





VOLUME FOUND IN DOCKET DATED 
Vol. V, No. 15 
Vol. V, No. 16 
Vol. VI, No. 3 
Vol. VI, No. 15 
Vol. VI, No. 20 
Vol. Vil, No. 8 
Vol. VIII, No. 15 
Vol. IX, No. 11 
Vol. X, No. 11 
Vol. XI, No. 9 


12/3/74 
12/10/74 
1/8/75 
4/22/75 
5/28/75 
7/22/75 
1/28/76 
5/18/76 
10/5/76 
2/8/77 


34-13640 
34-13643 
34-13646 
34-13656 
34-13666 


34-13641 
34-13644 
34-13650 
34-13660 


34-13642 
34-13645 
34-13651 
34-13663 





SIGNIFICANT ITEMS 
ANNOUNCEMENTS 





33-5837 Comments sought on development 
and observance of accounting prac- 
tices to be followed by persons en- 
gaged in the production of crude oil or 
“natural gas in the United States. Com- 


ments due bv August 12, 1977. 
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34-13639 


34543648 


34-13659 


34-13661 


34-13662 


34-13664 


JULY 5, 1977 


Request for public comment regarding 
the offer and sale of certain contrac- 
tual arrangements issued by life insur- 
ance companies. Comments due by 
September 6, 1977. 


Publication of guideline which permits 
ASSuer to integrate its annual re- 


its quarterly report filed-with the Com- 


ossion when certain concitions are 
| 
> Yomet. 


Postponement of effective date of the 
reporting.,requirements of Section 
240.17f-1, the Lost and Stolen Securi- 
ties Program, until October 3, 1977 
and the remaining provisions of the 
section until January 2, 1978. 


Amendment of the rule which exempts 
certain acquisitions of securities from 
the law allowing an issuer to recover 
the profits made by its insiders on 
short-term securities transactions. 


Proposal to amend the existing con- 
firmation delivery and disclosure re- 
quirements to provide for the disclo- 
sure of additional information on con- 
firmation forms broker-dealer deliver 
to their customers in connection with 
securities transactions. 


Consideration of amendment of rules 
of national securities exchanges 
which limit or condition the ability of 
members to effect transactions over- 
the-counter in listed securities. 

Public hearing begins August 1, 1977. 


Institution of proceedings to deter- 
mine whether to grant or deny the 
registration of New England Securities 
Depository Trust Company at the ex- 
piration of the registration previously 
granted to it. 
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SECURITIES ACT OF 1933 





SECURITIES ACT OF 1933 
Release No. 5837/June 20, 1977 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 13647/June 20, 1977 


PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20080/June 20, 1977 


ACCOUNTING PRACTICES—OIL AND GAS PRO- 
DUCERS 


Solicitation of Comments 
AGENCY: Securities and Exchange Commission 


ACTION: Request for Comments from Interested 
Persons 


SUMMARY: The Energy Policy and Conservation Act 
(Public Law 94-163) requires that the Commission 
assure the development and observance of accounting 
practices to be followed by persons engaged in the 
production of crude oil or natural gas in the United 
States. The accompanying release contains a 
discussion of a number of isues relating to the de- 
velopment of accounting practices pursuant to the Act. 
Although the Act pertains directly to reporting certain 
financial and operating data to the Federal Energy 
Administrator, the Commission is considering revising 
its disclosure requirements relating to these types of 
data in filings under the Securities Acts. Comments 
from interested parties are requested to provide 
assistance to the Commission in formulating proposed 
ruls for reporting under both the Energy Policy and 
Conservation Act and the Securities Acts. 

DATE: .Comments on or before August 12, 1977. 
ADDRESS: Comments in triplicate to George A. Fitz- 
simmons, Secretary, Securities and Exchange Com- 
mission, Washington, D.C. 20549. All comments will 
be available for public inspection. (File No. S7-708). 


FOR FURTHER INFORMATION CONTACT: Richard C. 
Adkerson, Office of the Chief Accountant, Securities 
and Exchange Commission, 500 North Capitol Street, 
Washington, D.C. (202-755-1671). 


SUPPLEMENTAL INFORMATION: The Commission’s 
responsibilities under the Energy Policy and 
Conservation Act (the “Act”)' may be divided be- 





‘A copy of Sections 503 and 505 of Title V of Public Law 
94-163 is included as Appendix 1 to this release. 
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tween two related areas: (1) financial reporting 
standards applicable to general-purpose financial 
statements of entities involved in oil and gas pro- 


duction and (2) accounting practices necessary for oil . 


and gas producers to report the financial and Operating 
data required by the Act to the Federal Energy Admin- 
istrator. In carrying out its responsibilities, the Com- 
mission is authorized by the Act to prescribe rules or to 
determine to rely On accounting practices developed by 
the Financial Accounting Standards Board (the 
“FASB”), if the Commission is assured that such prac- 
tices will be observed to the same extent as would re- 
sult if the Commission had prescribed rules for the ac- 
counting practices. 


Background 
The FASB’s Extractive industries Project 


The FASB is now engaged in a project addressing 
financial accounting and reporting in the extractive in- 
dustries. In that project, the FASB is considering 
financial accounting standards applicable to oil and 
gas producers, including issues involving disclosure in 
financial statements of supplemental financial and 
operating data similar to those specified in the Act. 
While the Commission has expressed previously in 
Securities Act Release No. 5801 [42 FR 8237] that it 
contemplates the FASB will provide leadership in 
establishing financial accounting principles and stand- 
ards in this area, the Act requires producers to report 
data beyond those the FASB will likely require for 
inclusion in financial statements. 


The FASB has published a discussion memorandum 
describing the financial reporting issues involved in 
this project,? received written submissions from 
approximately 140 parties in response to the dis- 
cussion memorandum, and heard 39 oral presentations 
during four days of public hearings. The Commission’s 
staff has reviewed the submissions to the FASB and 
attended the public hearings as an observer. The FASB 
is now deliberating the issues involved in its project, 
and an exposure draft presenting its tentative con- 
clusions is expected in the near future. This release is 
being issued to solicit additional comments to supple- 
ment the matters addressed in response to the FASB’s 
discussion memorandum. 





* FASB Discussion Memorandum: An Analysis of Issues Re- 
lated to Financial Accounting and Reporting in the Extract- 
ive Industries, Dec., 1976. Copies may be obtained from 
Publications Division, File Reference 1015, Financial Ac- 
counting Standards Board, High Ridge Park, Stamford, 
Connecticut 06905. 
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SEC Reporting Considerations 


In May, 1976, the Commission, in Securities Act Re- 
lease No. 5706 [41 FR 21764], required disclosure of 
reserves and operating data in the text of filings with 
the Commission. In connection with the development 
of accounting practices pursuant to the Act, the Com- 
mission is considering whether the functional financial 
and operating data addressed by the Act should be 
included in filings with the Commission in a manner 
which would require independent public accountants 
reporting on registrants’ financial statements to be 
associated with the data. 


The Commission recognizes that the FASB is con- 
sidering for inclusion in its proposed standard the dis- 
closure of functional financial data and information on 
oil and gas reserves. The Commission will be cog- 
nizant of the FASB’s conclusions in this area and will 
attempt to coordinate the reporting requirements pur- 
suant to the Act and any revisions proposed to the dis- 
closure requirements under the Securities Acts with 
the disclosures required in financial statements by the 
FASB. Reporting pursuant to the Act and any changes 
to the Commission’s disclosure rules may encompass 
matters data in addition to or in greater detail than 
those required by the FASB. 


The FASB’s tentative conclusions will be announced in 
an exposure draft which is anticipated to be published 
prior to the expiration date for the submission of com- 
ments in response to this release. The Commission 
welcomes comments to assist it in coordinating its 
disclosure efforts with the disclosure requirements 
proposed in the FASB’s exposure draft. 


Requirements of the Energy Data Base 


In Subsection 503(c) of the Act, the Commission is re- 
quired to “. .. assure that accounting practices de- 
veloped pursuant to [the Act], to the greatest extent 
practicable, permit the compilation, treating domestic 
and foreign operations as separate categories, of an 
energy data base... .” 


Accounting Practices 


The accounting practices required to be developed by 
the Act include (1) financial accounting standards, i.e., 
accounting principles, practices and methods used in 
the preparation of financial statements, and (2) ac- 
counting practices needed to compile and report the 
information to be included in the energy data base. Ac- 
counting practices for the energy data base will be 
comprised of the definitions and related guidelines 
necessary to assure reliable and uniform reporting, to 
the extent practicable, of the specified energy 
information. 


Energy Data Base 


Parts (1) and (2) of Subsection 503(c) of the Act require 
that certain types of information be included in the 
energy data base, as follows: 


1. A tabulation of costs by function, including those 
charged to expense as incurred as well as those capi- 
talized. 


2. Disclosure of revenues from oil and gas production. 
3. Disclosure of oil and gas reserves. 
4. Disclosure of operating statistics. 


5. A classification of financial statement data by 
function—which would involve reporting of financial 
statement data according to exploration, discovery and 
production activities to facilitate interpreting the 
physical results shown by reserves and other operating 
Statistics. 


Part (3) of Subsection 503(c) of the Act provides that 
the data base may include “such other information, 
projections, and relationships of collected data as 
shall be necessary to facilitate the compilation of such 
data base.” In all cases, the Act requires separation of 
data between foreign and domestic activities. 


The Act’s energy data base concept can be traced 
directly to an issue of continuing controversy in finan- 
cial reporting in the extractive industries. The issue in- 
volves whether financial statements prepared by com- 
panies in the extractive industries in accordance with 
generally accepted accounting principles should be 
supplemented by reserves and other statistical data of 
an operating nature. Proponents of such disclosure ar- 
gue that historical cost financial presentations without 
supplemental information cannot adequately reflect 
the financial position and results of operations of pro- 
ducers of oil and gas. 


This point of view was articulated in the disclosure 
recommendations of Accounting Research Study No. 
11, a research study commissioned by the AICPA and 
published in 1969. Subsequently, at the conclusion of 
its extended deliberations in 1973, the Accounting 
Principles Board Committee on Extractive industries 
indicated its support for these disclosure recom- 
mendations, and the FASB is considering them in its 
Current project. 


The Act, with certain modifications, reflects three of 
the recommendations of ARS No. 117: 


Recommendation 17. Reserves and operating activities 
should be sufficiently disclosed to facilitate evaluation 
of effort and result. 
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Recommendation 18. Financial data should be 
classified by function to facilitate correlation with 
reserve and operating statistics. 


Recommendation 19. A tabulation of exploration, 
acquisition, and development program expenditures 
combining both capital and expense items should be 
presented. 


Coordination With Other Federal Agencies 


As required by the Act, the Commission has consulted 
and will continue to consult with the Federal Energy 
Administration, the General Accounting. Office, and 
the Federal Power Commission concerning the 
development of accounting practices. In particular, the 
Federal Energy Administration, the agency responsible 
for collecting reports of the energy data required by the 
Act, has informed the Commission of certain of its 
data needs relating to oil and gas production. 


FEA is currently engaged in a broad project involving 
financial reporting by petroleum companies. In 
connection with this project, FEA is further assessing 
its data needs relating to oil and gas production. As 
those needs are determined, FEA has indicated that it 
will inform the Commission so that they can be 
considered in relation to the development of accouni- 
ing practices pursuant to the Act. 


Instructions to Responders 


The Commission requests that those wishing to 
submit comments on the matters discussed in this 
release consider the following: 


1. In addition to the issues identified specifically in 
the following discussion, responders are encouraged 
to identify and comment on other general and specific 
issues which relate to the Commission’s responsibili- 
ties under the Act. 


2. The Commission is interested in minimizing, to 
the extent possible, the burden of reporting by ful- 
filling the requirements of the Act with information 
being compiled by oil and gas producers at the present 
time. The data to be reported pursuant to the Act are 
similar in many respects to those currently being 
reported to Federal agencies and elsewhere. In 
developing definitions and guidelines, the Commis- 
sion wishes to use existing practices where they are 
appropriate. 


3. The Commission considers functional financial 
and operating data as necessary to assist investors in 
evaluating the operations of oil and gas producers. 
Evaluations by investors and by the energy regulatory 
agencies are often similar; however, differences in 
objectives may result in different data needs. A number 
of responders to the FASB Discussion Memorandum 
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advocated disclosure in financial statements of the 
data described in Subsection 503(c) of the Act. The 
Commission specifically requests that comments on 


the issues presented in this release discuss the datain . 


terms of (1) compiling these data for reporting to the 
Federal Energy Administrator pursuant to the Act and 
(2) disclosure of these data in filings under the 
Securities Acts. 


Matters for Public Comment 
Tabulation of costs by classification 


Part (1) of Subsection 503(c) of the Act requires “[t]he 
separate calculation of capital, revenue, and operating 
cost information pertaining to (A) prospecting, 
(B) acquisition, (C) exploration, (D) development, 
and (E) production... .” Disclosure of capital and 
operating cost information is discusses below in this 
section and disclosure of revenue information is 
discussed in the following section. 


Reporting pursuant to the Act will require disaggre- 
gation of certain data for entities with vertically 
integrated operations. The FASB in its Statement No. 
14, Financial Reporting for Segments of a Business 
Enterprise, did not require the disaggregation of 
financial data pertaining to the vertically integrated 
operations of an enterprise. However, the Commission 
considers certain aspects of Statement No. 14 to be 
appropriate for guidance in this regard, specifically, 
the FASB’s conclusions expressed in paragraph 79 of 
Statement No. 14 that ‘certain items of revenue and 
expense do not relate to segments or cannot always be 
allocated to segments on the basis of objective 
evidence. . . . Those items are revenue earned at the 
corporate level and not derived from operations of any 
industry segment, general corporate expenses, interest 
expense, domestic and foreign income taxes, and 
equity in income or loss from unconsolidated 
subsidiaries and other unconsolidated investees.” 


For purposes of reporting capital and expense cost 
data pursuant to the Act, the Commission proposes to 
follow the concepts contained in paragraphs 10d and 
10e, respectively, of Statement No. 14 relating to 
(1) operating expenses used to determine operating 
profit or loss of an industry segment and 
(2) identifiable assets of an industry segment. These 
concepts are proposed to be applied to the exploration, 
development and production operations of an oil and 
gas producer as if those operations were an industry 
segment under Statement No. 14. 


Statement No. 14 describes operating expenses as all 
expenses related to both revenue from sales to unaf- 
filiated parties and to intersegment sales or transfers. 
Operating expenses may include expenses not directly 
traceable to an industry segment but exclude the types 
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of expenses described in paragraph 79 of Statement 
No. 14, as quoted above. The nature of the expense 
rather than the location of its incurrence determines 


) whether it is an operating expense; accordingly, some 


expenses incurred at an enterprise’s central admini- 
strative office may not be general corporate expenses. 


Costs of the identifiable assets of an industry seg- 
ment, according to Statement No. 14, include those 
tangible and intangible enterprise assets that are used 
by the industry segment. Costs of assets maintained 
for general corporate purposes (i.e., those not used in 
the operations of any industry segment) would not be 
allocated to the segment. 


Costs incurred in oil and gas exploration, development 
and production may be reported as either capital costs 
or current period expenses depending on the method of 
accounting followed by the entity incurring the ex- 
penditures. The FASB is considering how these costs 
should be reported in the entities’ balance sheets, 
statements of income and statements of changes in 
financial position. Irrespective of the treatment of 
these costs in the basic financial statements, it has 
been suggested that disclosure of all costs by function 
would be beneficial to (1) assist in relating the basic 
financial statements and supplemental data on 
reserves and operating activities, (2) present the total 
costs of exploration, development and production 
activities classified by function, and (3) indicate the 
nature and volume of current operations? 


The Act’s classification of information corresponds 
in ARS No. 117 of the five 
operational phases or functions in the process of 
finding and recovering minerals. In the FASB Discus- 
sion Memorandum, definitions of the costs to be 
associated with these five. phases were provided (see 
Appendix 2) 


Response to inquiries in the FASB Discussion Memo- 
randum indicated that the descriptions of the five 
stages of operations contained in Appendix 2 are ac- 
curate. However, as identified in both ARS No. 17 and 
in the FASB Discussion Memorandum and as com- 
mented on by a number of respondents to the latter, a 
major problem in classifying costs by the above five 
stages is that certain types of costs, particularly 
geological and geophysical costs, cannot be distin- 
guished as between prospecting and exploration 
except on some arbitrary basis, such as defining all 
costs incurred prior to acquiring ownership rights as 
prospecting costs. In ARS No. 17 the five stages are 





3 Additional support for such disclosure is given in Chapter 
8 of Accounting Research Study No. 17 in support of its 
Recommendation 19 and in the FASB’s Discussion Memo- 
randum, beginning with paragraph 636. 


used to describe the extractive process; however, the 
disclosure recommendations of ARS No. 11 are based 
on the three major funcions. 


The classification of costs used most commonly is 
based on three major functions: (1) exploration, 
(2) development and (3) production. This classifi- 
cation would involve combining the prospecting (this 
term is generally considered to be more applicable to 
mining than to oil and gas operations), acquisition and 
exploration functions presented above. An example of 
this classification, together with categories of costs 
incurred in the basic functions, is used in Schedule 1 
of the proposed Federal Power Commission Form 64, 
which, together with it related instructions, is included 
in Appendix 3 for illustrative purposes. 


Many responders to the FASB Discussion Memoran- 
dum stated that a classification on the basis of the 
three major functions would be more meaningful than 
one using the five stages set forth in the Act, since the 
problem of costs overlapping functions could be 
largely avoided. 


In this connection, comments on the following ques- 
tions are requested: 


(1) Which functional classification system for cost 
data would achieve the most meaningful presentation? 


(2) If classification by function were required 
according to the five stages of operations provided in 
the Act, what specific problems would be encountered 
in reporting costs based on the descriptions pro- 
vided in Appendix 2? What guidelines would be neces- 
sary to assure uniform and reliable reporting? 


(3) If functional cost data were reported based on a 
classification system similar to that presented in 
Appendix 3, what problems would be encountered in 
compiling and reporting specific types of costs by the 
subcategories presented, based on the instructions 
provided? 


(4) Should the Commission follow the operating ex- 
pense and identifiable assets concepts from FASB 
Statement No. 14 for purposes of reporting pursuant to 
the Act and should operating profit or loss (revenues, 
as discussed in the following section, less operating 
expenses) from oil and gas production should be 
reported? 


(5) The instructions to FPC Form 64 permit, but do 
not require, allocation to major functions of general 
and administrative overhead not directly identified with 
specific functions. For purposes of reporting costs 
related to major functions pursuant to the Act, the 
Commission proposes that expenses be limited to 
operating expenses as that term is used in Statement 
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No. 14. Should overhead included in operating 
expenses but not directly traceable to a function be 
allocated to specific functions? If so, explain the need 
for the allocations and the basis for making the allo- 
cations. 


(6) Reporting of cost data on a geographical basis may 
be necessary. For instance, domestic data may be 
required to be divided between Alaska and the lower 48 
states, with the latter further divided between offshore 
and onshore. Foreign data may be required to be 
reported by country or groups of countries. What 
allocation or other problems would be encountered if 
geographic reporting costs were required? 


Disclosure of revenues 


A literal reading of the Act would appear to require 
reporting of revenue classified on a functional basis 
similar to that for costs as discussed in the immedi- 
ately preceding section. This issue was raised in the 
FASB Discussion Memorandum. No practicable basis 
for such an allocation of revenue has been identified. 
Accordingly, the Commission proposes to develop ac- 
counting practices which would permit the separate re- 
porting of revenue from production, including sales to 
outside parties and to affiliates and transfers to other 
petroleum operations in which the producer may be 
engaged, such as refining, chemical processing, or 
transportation. 


The major problem in reporting these revenues is the 
pricing of products transferred to producers’ other 
operations or to affiliates. The most meaningful basis 
for pricing such transfers would be the price at which 
the products could be sold at the point of transfer in an 
arm’s-length transaction with an unaffiliated party. 


Several recommendations were made in response to an 
inquiry on this matter included in the FASB Disclosure 
Memorandum, three of which are listed below: 


1. Transfers should be priced domestically on the 


basis of field posted prices for crude oil and 
condensate and negotiated purchase and_ sale 
contracts for natural gas. Foreign production, 


depending on arrangements governed by contract with 
or through the host government, generally should be 
equated to free world market prices. Use of market 
prices to value production is required to make 
settlements with royalty owners and to pay production 
and severance taxes. 


2. Transfers should be calculated using an 
arm’s-length value of the oil and gas based on market 
conditions, adjusted to reflect such factors as 
guaranteed prices resulting from contractual arrange- 
ments or limitations established by law or regulatory 
agencies. 
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3. A single method should not be specified for 
pricing oil and gas production transferred to other 
phases of an entity’s operations. However, a concep- 
tual guideline could be established requiring 
companies to determine transfer prices as though each 
transaction were made in a competitive, arm’s-length 
environment. 


Comments on the following questions regarding the 
pricing of transfers of oil and gas are requested: 


1. On what basis can market prices be estimated in 
those areas of the world where no market transactions 
or sales of products occur or where quantities sold to 
unaffiliated parties are substantially less than the 
producer’s transfers? 

Classification of revenue 


Revenue and volumes of production are reported in the 
1975 Joint Association Survey’ using the following 
classifications: 

(a) Crude oil and condensate 
(b) 


(c) Plant product—liquids recovered from cycling 
operations and/or under processing type contracts 


(d) 
(e) 


Natural gas 


Royalties 
Other lease revenues 


Instructions for classifying revenue in this manner are 
included in Appendix 4. 


The Commission requests comments on the following 
questions relating to reporting revenue from oil and 
gas by type: 


1. What specific problems would be encountered in 
compiling and reporting revenues on a basis similar to 
that presented above? Is this classification the most 
meaningful? 


2. What guidelines would be necessary to achieve, to 
the extent practicable, uniform reporting? 


3. Would the disclosure of revenues by type of 
production (similar to the Joint Association Survey 





4 This survey is an annual undertaking to collect data from 
the petroleum industry through the joint efforts of three 
oil and gas industry trade associations, the American 
Petroleum Institute, the Independent Petroleum Associa- 
tion of America, and the Mid-Continent Oil and Gas As- 
sociation. 
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categories presented above) be useful to investors if 
disclosed in filings with the Commission? 


\é Oil and gas reserves 


In May, 1976, the Commission adopted amendments to 
certain registration and annual report forms to require 
disclosure of proved developed and proved unde- 
veloped net recoverable oil and gas reserves by regis- 
trants where oil and gas operations are material to the 
registrant’s business operations or financial position 
(see Securities Act Release No. 5706 {41 FR 21764)]). 


The definition of proved reserves adopted in that 
release is included in Appendix 5. 


The Act, in Subsection 503(c), Part (2)(A), requires 
“disclosure of reserves and operating activities, both 
domestic and foreign, to facilitate evaluation of 
financial effort and result. .. .” 


A substantial majority of responders to the FASB Dis- 
cussion Memorandum who advocated the disclosure of 
oil and gas reserves indicated that disclosure should 
be limited to proved reservés and some felt that only 
proved developed reserves should be disclosed. The 
imprecision in estimating reserves other than those 
meeting the criteria for proved reserves and the 
absence of established definitions and guidelines for 
estimating other than proved reserves were the reasons 
given by those advocating limiting disclosure to proved 
reserves or proved developed reserves. 


Many respondents to the FASB Discussion 
Memorandum indicated that the FASB should adopt 
the SEC definition of proved reserves for purposes of 
financial reporting. A few indicated that the definition 
of proved reserves contained in Technical Report No. 1, 
“Definitions for Petroleum Statistics,” of the American 
Petroleum Institute should be used rather than that of 
the SEC. The Commission views the definition of 
proved reserves adopted in Securities Act Release No. 
5706 to be essentially the same as the API’s definition, 
with the Commission’s definition expressly limiting 
estimates of reserves to those which are commercially 


‘recoverable at current prices and costs> Some have 


indicated that the Commission’s definition was worded 
in such a manner which would permit registrants to 
include in estimates of proved reserves certain 





*Current prices include consideration of changes in exist- 
ing prices provided by contractual arrangements, by law, or 
by regulatory agencies, where applicable; and for changes in 
prices for gas to be produced subsequent to termination or 
expiration of existing contracts, which latter prices should 
be based on current prices plus escalation for similar pro- 
duction subject to the entity’s or other entities recent con- 
tracts. 


amounts in excess of those which would be included 
using the API’s definition. In the Commission’s view, 
use of either the SEC or the API definition of reserves 
should result in substantially the same estimates of 
reserves, provided the current price and cost 
assumption is applied. 


The Commission believes that disclosure of changes in 
reserves on at least an annual basis is necessary to 
facilitate evaluation of financial effort and result. 
Several examples of schedules analyzing changes in 
reserve estimates were suggested in the responses to 
the FASB Discussion Memorandum. A _ proposed 
format for such a schedule is included in Appendix 6. 


Comments on the following questions relating to dis- 
closure of quantities of oil and gas reserves are 
requested: 


1. Is the definition of proved reserves adopted by the 
Commission in Securities Act Release No. 5706 
appropriate for purposes of reporting pursuant to the 
Act? 


2. Should information on quantities of oil and gas 
other than estimates of proved reserves be required for 
reporting pursuant to the Act and/or disclosure in 
filings with the Commission? Should such disclosure 
be permitted in filings with the Commission? If so, 
indicate the nature of the data for such disclosure and 
the definitions and guidelines to be used in estimating 
them. 


3. Is the proposed format presented in Appendix 6 for 
annual reporting of changes in estimated reserves 
appropriate? Identify specific problems which could be 
encountered in analyzing changes in estimates of 
reserves in this manner. 


4. Should changes in reserves be presented 
separately for developed and undeveloped reserves 
and/or for producing and nonproducing reserves? 


Operating statistics 


As indicated, the Act provides for disclosure of certain 
operating statistics. In Securities Act Release No. 
5706, the Commission required the presentation of 
certain operating statistics, as described in Appendix 
Z. 


Many responders to the FASB Discussion Memoran- 
dum indicated that data required in Securities Act 
Release No. 5706 was sufficient to accomplish the 
objectives of the Act. Others suggested additions 
and/or reductions to these data. In addition, the 
Commission has requested that the consulting Federal 
agencies inform the Commission of their needs for 
operating statistical information. 
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The Commission solicits any comments from those 
who did not respond to or who wish to supplement 
their responses to the FASB Discussion Memorandum 
on the disclosure of operating statistics needed to 
facilitate evaluation of financial information. 


Other matters 


Subsection 503(c) indicates that the energy data base 
specified by the Act is also comprised of “[s]uch other 
information, projections, and relationships of 
collected data as shall be necessary to facilitate the 
compilation of such data base.” 


In this regard the following questions, derived from 
suggestions made by respondents to the FASB Dis- 
cussion Memorandum, are listed for comment: 


1. When undeveloped reserves are disclosed, should 
disclosure of estimated future costs to develop proved 
reserves be required? 


2. Should disclosure be required of (1) estimated 
future exploration and development expenditures 
and/or (2) estimated future quantities of production 
from existing proved reserves together with related 
revenue and expenses? If so, for what periods? 


3. Should there be disclosure regarding the status of 
major projects in progress including expenditures to 
date, estimated expenditures to complete, and esti- 
mated expenditures for the next fiscal year? 


Quarterly reporting 


In Section 505 of the Act, the Federal Energy Ad- 
ministrator is required to “file quarterly reports with the 
President and the Congress compiled from accounts 
kept in accordance with [accounting practices 
developed pursuant to] Section 503 and [reports by 
producers] submitted to the Administrator. . . .” 


The Commission solicits comments on the current 
availability of the data (including costs, reserves, and 
operating statistics) discussed in the preceding 
sections of this release on a quarterly basis and on 
specific problems which could result from quarterly 
reporting. If accounting practices in addition to those 
developed for annual reporting are needed to compile 
and report the functional cost, reserve and operating 
data on a quarterly basis, the Commission is interested 
in receiving suggestions on the matters to consider in 
developing such practices. Some respondents to the 
FASB Discussion Memorandum indicated that it would 
be impracticable to expand quarterly reporting for 
operating data beyond disclosing significant changes 
in the data from that reported on an annual basis. 
Comments are requested on this point of view and how 
it could be implemented. 
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Reporting foreign operations 


The Act requires that all data be reported treating do- 
mestic and foreign operations as separate categories. 
It also requires separate disclosure of reserves and 
operating activities and classification of financial 
information by function for domestic and foreign oper- 
ations. 


In recent years, significant changes have occurred in 
the arrangements under which oil and gas producers 
operate in countries outside the United States. Many 
producers which previously owned equity interests in 
reserves or in production now operate under long-term 
supply, purchase, or similar agreements. Recent 
changes in the nature of these agreements make 
difficult the development of guidelines for reporting 
pursuant to the Act and the Securities Acts. 


The Commission solicits comments on criteria which 
would be useful to distinguish the different types of 
arrangements under which companies operate in their 
foreign operations and on the effects these arrange- 
ments would have on reporting under the Act. In parti- 
cular, information is requested on the differences in 
risks between operations in different countries or areas 
of the world under equity and other types of operating 
arrangements with host countries. 


Proposed managements’s analysis of oil and gas 
operations 


Many responders to the FASB Discussion Memo- 
randum indicated that disclosure of oil and gas re- 
serves, operating statistics, and functional cost and 
financial data would be inherently misleading because 
of the complexities involved in assessing the opera- 
tions of producers of oil and gas. Their position was 
based on the inability to precisely relate costs and 
changes in reserves on any meaningful basis because 
of the time lag between incurring and knowing the 
results of expenditures and because of the inability to 
associate unproductive exploration costs with specific 
reserve activity. 


Many other factors affect the assessment of operations 
of an oil and gas producer, including the following: 


1. Uncertainties in estimating quantities of oil and 
gas result from inherent imprecisions in engineering 
techniques used for estimating reserves. Reliability of 
reserve estimates is also dependent on the number and 
relative size of the producers’ properties (estimates of 
reserves by producers with a large number of 
properties are likely to be more accurate than those 
with relatively large portions of their reserves concen- 
trated ina small number of properties). In addition, the 
risk of estimating errors is greater for reserves deter- 
mined using volumetric techniques compared with 
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those determined on production data. Other factors 
could be cited which result in significant uncertainties 
in estimating reserves of oil and gas. 


2. The likelihood of potential recoverable reserves 
from discoveries during the year being substantially in 
excess of proved reserves added during the year could 
make. presentations of proved reserves and current 


’ expenditures not representative of current operations. 


3. Significant investments in plans to undertake 
improved recovery programs could affect an evaluation 
of a producer’s operations. 


4. Major changes in management philosophy 
regarding its exploration and development activities 
would be important factors in assessing operations. 


5. The effects of changing prices resulting from 
inflation and other factors, the impact of government 
regulation, and changes in relationships with host 
governments are other factors which could require 
consideration in evaluating supplemental data. 


Because of the complexities involved in assessing fi- 
nancial effort and result and in attempting to correlate 
functional financial information with reserve and 
operating statistics, as required by the Act, the Com- 
mission is considering requiring a narrative anaiysis by 
management of its oil and gas operations to assist 
users in interpreting the disclosure of reserves, 
operating statistics, and functional cost and financial 
data. This analysis, if required, is contemplated to be 
similar in concept to “Management’s Discussion and 
Analysis of the Summary of Earnings” as discussed in 
Accounting Series Release No. 159 [39 FR 31894]. 


Comments are requested on the advisability of 
requiring Such an analysis and for suggested guide- 
lines to make the analysis a meaningful technique. 


Use of schedules of oil and gas disclosures in Com- 
mission filings 


The Commission is considering developing schedules 
for disclosure of data on oil and gas reserves, 
operating statistics, and functional cost and financial 
statement data for use in filings with the Commission. 
The disclosure of these data appear to be susceptible 
to presentation in schedule format, and the use of 
schedules would seem to facilitate uniform reporting 
for comparative purposes. To attempt to minimize the 
burden of compliance for registrants, discussions have 
been held with the staff of the Federal Energy Adminis- 
tration concerning the designing of schedules on a 
joint basis. Conceivably, identical or similar schedules 
could be used both in reporting to FEA pursuant to the 
Act and in reporting to the Commission for those data 
required to be reported to both agencies. 


Comments are requested on the feasibility of (1) the 
Commission’s prescribing schedules for disclosure of 
oil and gas reserves, operating statistics, and 
functional financial data for inclusion in filings with 
the Commission, and (2) the use of identical or similar 
schedules for reporting of such data to the SEC and to 
the FEA. Suggested formats for these schedules would 
be welcomed for consideration by the Commission. 


Availability of data for past years 


In ARS No. 11, the following comment is made con- 
cerning disclosure of comparative data: 


Short-term effects can disguise long-term trends un- 
less data are given for a relatively long period of years. 
Mineral reserve data for individual years or for only a 
few years are not very significant because many years 
are usually involved both in realizing profits from min- 
eral reserves and properties and in assessing the 
cumulative effects of expenditures. Comparative data 
for a period of time corresponding to the typical cycle 
from exploration to production should be given (say 10 
to 20 years). The intent of disclosing reserve and 
operating data should be to indicate the pattern of phy- 
sical effort and achievement as an aid to interpretation 
of current financial reports. 


The following questions are raised concerning dis- 
closure of comparative data: 


1. Is disclosure of financial and operating infor- 
mation for a relatively long period of years necessary to 
facilitate evaluation of financial effort and result and 
correlation of financial information by function with 
reserve and operating statistics? If so, for how many 
years should reporting be required? 


2. To what extent are data such as those discussed in 
earlier sections of this release available in companies’ 
records for past years? Indicate the number of past 
years for which such data are available, 


Current value and current cost data 


In. March, 1976, the Commission adopted in 
Accounting Series Release No. 190 a new rule which 
requires certain large, nonfinancial registrants to dis- 
close in their financial statements filed with the Com- 
mission information about the replacement costs of 
their inventories and fixed assets. In connection with 
the adoption of this rule, a one year exemption was 
granted to registrants’ mineral resource assets, i.e., 
those assets which are directly related to and which 
derive value from mineral reserves. During this year, an 
independent research study has been sponsored by the 
American Petroleum Institute to consider alternative 
approaches in applying the replacement cost concept 
to mineral resource assets in the oil and gas industry. 
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The Commission’s staff has recently received, and is 
currently reviewing, the results of the research study 
together with recommendations of the American 
Petroleum Institute. No comments are being solicited 
on the disclosure of current value and current cost data 
until the evaluation of the American Petroleum 
Institute project is completed. 


Comments 


All comments on the matters discussed in this release 
should be submitted to George A. Fitzsimmons, Secre- 
tary, Securities and Exchange Commission, Washing- 
ton, D.C. 20549. All such communications should refer 
to File No. S7-708 and wili be available for public in- 
spection. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


June 20, 1977 





APPENDIX 1 


Sections 503 and 505 of Title V from Public Law 94-163, 
Energy Policy and Conservation Act 


ACCOUNTING PRACTICES 


Sec. 503. (a) For purposes of developing a reliable 
energy data base related to the production of crude oil 
and natural gas, the Securities and Exchange 
Commission shall take such steps as may be 
necessary to assure the development and observance 
of accounting practices to be followed in the prepar- 
ation of accounts by persons engaged, in whole or in 
part, in the production of crude oil or natural gas in the 
United States. Such practices shall be developed not 
later than 24 months after the date of enactment of this 
Act and shall take effect with respect to the fiscal year 
of each such person which begins 3 months after the 
date on which such practices are prescribed or made 
effective under authority of subsection (b)(2). 


(b) In carrying out its responsibilities under subsection 
(a), the Securities and Exchange Commission shall— 


(1) consult with the Federal Energy Administration, the 
General Accounting Office, and the Federal Power 
Commission with respect to accounting practices to be 
developed under subsection (a), and 


(2) have authority to prescribe rules applicable to 
persons engaged in the production of crude oil or 
natural gas, or make effective by recognition, or by 
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other appropriate means indicating a determination to 
rely on, accounting practices developed by the 
Financial Accounting Standards Board, if the Securi- 
ties and Exchange Commission is assured that such 
practice will be observed by persons engaged in the 
production of crude oil or natural gas to the same 
extent as would result if the Securities and Exchange 
Commission had prescribed such practices by rule. 


The Securities and Exchange Commission shall afford 
interested persons an opportunity to submit written 
comment with respect to whether it should exercise its 
discretion to recognize or otherwise rely on such ac- 
counting practice in lieu of prescribing such practices 
by rule and may extend the 24 month period referred to 
in subsection (a) as it determines may be necessary to 
allow for a meaningful comment period with respect to 
such determination. 


(c) The Securities and Exchange Commission shall 
assure that accounting practices developed pursuant 
to this section, to the greatest extent practicable, 
permit the compilation, treating domestic and foreign 
operations as separate categories, of an energy data 
base consisting of: 


(1) The separate calculation of capital, revenue, and 
operating cost information pertaining to— 


(A) prospecting, 

(B) acquisition, 

(C) exploration, 

(D) development, and 
(E) production, 


including geological and geophysical costs, carrying 
costs, unsuccessful exploratory drilling costs, 
intangible drilling and development costs on 
productive wells, the cost of unsuccessful develop- 
ment wells, and the cost of acquiring oil and gas 
reserves by means other than development. Any such 
calculation shall take into account disposition of 
capitalized costs, contractual arrangements involving 
special conveyance of rights and joint operations, 
differences between book and tax income, and prices 
used in the transfer of products or other assets from one 
person to any other person, including a person control- 
led by controlling or under common control with such 
person. 


(2) The full presentation of the financial information of 
persons engaged in the production of crude oil or natu- 
ral gas, including— 


(A) disclosure of reserves and operating activities, both 
domestic and foreign, to facilitate evaluation of finan- 
cial effort and result; and 
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(B) classification of financial information by function 
to facilitate correlation with reserve and operating sta- 
tistics, both domestic and foreign. 


(3) Such other information, projections, and relation- 
ships of collected data as shall be necessary to facili- 
tate the compilation of such data base. 


AMENDMENT TO ENERGY SUPPLY AND 
ENVIRONMENTAL COORDINATION ACT OF 1974 


Sec. 505. (a) Section 11(c) of the Energy Supply and 
Environmental Coordination Act of 1974 is amended by 
adding at the end thereof the following: 


“(3) In order to carry out his responsibilities under sub- 
section (a) of this section, the Federal Energy Admin- 
istrator shall require, pursuant to subsection (b)(1)(A) 
of this section, that persons engaged, in whole or in 
part, in the production of crude oil or natural gas— 


‘(A) keep energy information in accordance with the 
accounting practices developed pursuant to section 
503 of the Energy Policy and Conservation Act, and 


“(B) submit reports with respect to energy information 
kept in accordance with such practices. 


The Administrator shall file quarterly reports with the 
President and the Congress compiled from accounts 
kept in accordance with such section 503 and sub- 
mitted to the Administrator in accordance with this 
paragraph. Such reports shall present energy 
information in the categories specified in subsection 
(c) of such section 503 to the extent that such infor- 
mation shall be compiled from such accounts. Such 
energy information shall be collected and such quarter- 
ly reports made for each calendar quarter which begins 
6 months after the date on which the accounting 
practices developed pursuant to such section 503 are 
made effective.” 


(b) The amendment made by subsection (a) to section 
11(c) of the Energy Supply and Environmental Coordi- 
nation Act of 1974 shall take effect on the first day of 
the first accounting quarter to which such practices 


apply. 
APPENDIX 2 


Definition of the Five Phases 
in the Process of Finding and 
Recovering Minerals ' 





1These definitions were obtained from Appendix D, 
“Glossary of Terms,’ of the FASB Discussion Memoran- 
dum, An Analysis of Issues Related to Financial Account- 
ing and Reporting in the Extractive Industries, December, 


A. Prospecting costs 


Direct and indirect costs incurred to identify areas of 
interest that may warrant detailed exploration. Such 
costs include those incurred for the following: topo- 
graphical, geological and geophysical studies; rights 
of access to properties in order to conduct such 
studies; salaries, equipment, instruments, and 
supplies for geologist, geophysical crews, and others 
conducting such studies; and overhead that can be 
identified with these activities. 


B. Acquisition costs 


Direct costs and indirect costs incurred to acquire legal 
rights to wasting natural resources. Direct costs 
include costs incurred to obtain options to lease or 
purchase mineral rights and costs incurred for the 
actual leasing (e.g., lease bonuses) or purchasing of 
the rights. Indirect costs include such costs as the 
following: brokers’ commissions and expenses; ab- 
Stract and recording fees; filing and patenting fees; 
and costs of legal examination of title and documents. 


C. Exploration costs 


Direct and indirect costs incurred in order to examine 
in detail a specific area that shows evidence of con- 
taining mineral reserves. Although most exploration 
costs are usually incurred after the acquisition stage, 
some exploration costs may be incurred prior to the ac- 
quisition stage in probing a specific area of probable 
mineralization located in the prospecting stage. Ex- 
ploration costs include, but are not limited to, the 
costs of geological and geophysical studies and the 
costs of drilling wells or cores. Exploration costs also 
include the costs of labor, administrative overhead, de- 
preciation of drilling equipment, supplies, and some 
access or support facilities, such as housing for crews 
in remote areas. 


D. Development costs 


Direct and indirect costs incurred after the exploration 
stage, in an attempt (whether or not successful) to ob- 
tain access to known minerals-in-place and to prepare 
appropriate facilities for production. Development 
costs include the costs of drilling wells, and installing 
or constructing roads, dikes, and field storage 
facilities. Development costs also include the costs 
incurred in relocating public roads, gas lines, power 
lines, etc., required to develop reserves. Such explora- 
tory facilities as wells frequently are extended or aug- 
mented by incurring additional development costs 





1976. References to mining costs contained in the defini- 
tions presented in the FASB Discussion Memorandum have 
been deleted. 
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during the development and, possibly, production 
stages of operations. 


E. Production costs 

All direct and indirect costs incurred to physically ex- 
tract oil and gas. Those include the following: royalties 
(other than those that relate to revenue that is excluded 
from the producer’s gross revenue); exhaustion of cap- 
ital facilities provided during the exploration and 
development phases; depreciation of production 
equipment; maintenance of facilities and properties; 
costs of improved recovery operations; waste disposal 
costs; temporary storage facility costs; direct and in- 
direct labor, supplies, attendant supervisory and 
administrative overheads; and restoration costs. 

APPENDIX 3 


Classification of Expenditures 
Proposed FPC Form 64 


A. Exploration 

01. Drilling and equipping exploratory wells 
02. Dry exploratory holes 

03. Acquiring undeveloped acreage 

04. Lease rentals and related expenditures 
05. Geological and geophysical 

06. Contributions toward test wells 

07. Land department, leasing, and scouting 
08. Other including direct overhead 

09. Total exploration 

B. Development 

10. Drilling and equipping developmental wells 
11. Dry developmental holes 

12. Lease equipment 

13. Improved recovery programs 

14. Other including direct overhead 

15. Total development 

C. Production 

16. Production expenditures 
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17. Direct overhead 

18. Production or severance taxes 

19. Ad Valorem taxes 

20. Total production 

D. G&A Overhead Not Reported Elsewhere 
21. Allocated to exploration 

22. Allocated to development 

23. Allocated to production 

24. Total G&A overhead 


Extracts of the instructions for completing Schedule 
No. 1 of FPC Form 64 follow: 


General Instructions 


In this schedule, the classification of exploratory and 
development well expenditures should be based on the 
AAPG well classifications as follows: 


(1) Exploratory wells which include new field wildcats, 
new-pool wildcats, deeper-pool tests, shallower-pool 
tests, and outposts (extensions). 


(2) Development wells which are those wells drilled to 
produce oil or gas from pools discovered by previous 
criiling. 


Report only expenditures for your net working interest, 
whether for company operated or non-operated proper- 
ties. Report expenditures for dry holes as exploratory 
or development on Line Nos. 02 or 11 in accordance 
with the above classification. Because service wells 
do not fall necessarily within any one category of 
expenditures, see definitions below for Line Nos. 13 
and 14 for treatment of expenditures for service wells. 


Instructions for Specific Items Drilling and Equipping 
Exploratory Wells (including Platform Costs) and Dry 
Holes—Line Nos. 01 and 02 


Report all expenditures made during the report year 
(reduced by the amount of outside cash contributions 
such as bottom hole or dry hole) for drilling exploratory 
wells which include only successful wells and dry 
holes completed during the report year. Include: (a) 
expenditures for casing, tubing, and wellhead fittings 
associated with exploratory wells; (b) expenditures for 
roads, grading, etc.; (c) expenditures for drilling plat- 
forms; and (d) all other expenditures incident to 
exploratory drilling. Reduce cost of exploratory dry 
holes by salvage of equipment capable of re-use. Ex- 
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clude all expenditures for equipment beyond the 
Christmas tree and expenditures for all downhole 
pumping and artificial lift equipment which should be 
reported on Line No. 12. In addition, exclude all expen- 
ditures related to wells still drilling or not completed at 
the end of the report year. 


Acquiring Undeveloped Acreage—Line No. 03 


Report expenditures incurred during the year for 
acquiring undeveloped acreage including lease 


bonuses, advance initial rentals which because of un- 


usual circumstances are actually in the nature of a 
bonus, and any other outlays necessary to acquire 
leases, mineral rights, and fee lands incident to oil and 
gas exploration. Exclude annual rentals and other 
lease-carrying expenditures which should be reported 
on Line No. 04. 


Lease Rentals and Related Expenditures—Line No. 04 


Report expenditures made during the year for lease 
rentals and other expenditures for carrying leases, 
such as shut-in royalties and annual payments. Omit 
land department, leasing, and scouting expenditures, 
which should be reported on Line No. 07. 


Geological and Geophysical—Line No. 05 


Report all expenditures for geological and geophysical 
exploration. Include expenditures for capital equip- 
ment identifiable with G&G and for core drilling (such 
as some types of slim hole stratigraphic tests) where 
the intention in advance of drilling is not to complete 
the well as a producing well, and/or when such tests 
are drilled in such a manner that productive completion 
is not possible. 


Contributions Toward Test Wells—Line No. 06 


Report all contributions toward test wells, including 
dry hole money, bottom hole money, etc. Do not 
include the cost of acreage contributions. 


Land Department, Leasing and Scouting—Line No. 07 


Report all land department, scouting, and lease 
acquisition expenditures except the actual outlays for 
purchase or land leasing reported under Line Nos. 03 
and 04 above. 


Other, Including Direct Overhead—Line No. 08 


Report all expenditures not listed above, which relate 
to exploration for oil and gas, whether such expendi- 
tures are capitalized or expensed on the books of ac- 
count. Include expenditures for exploratory capital 
equipment constructed or purchased, not included on 
Line Nos. 01 through 07 above. Include direct over- 


head, especially at district and field levels, where such 
overhead can be identified with the exploratory 
function: e.g., district supervisory salaries; ad valorem 
taxes on non-producing leases; and taxes on buildings 
and equipment used for exploratory purposes. Report 
exploration overhead costs which cannot be directly 
identified with exploratory activities undertaken during 
the year on Line No. 21. 


Drilling and Equipping Development Wells (Including 
Platform Costs) and Dry Holes—Line Nos. 10 and 11 


Report all expenditures made during the report year for 
drilling development wells which include only 
successful wells and dry holes completed during the 
report year. Include: (a) expenditures for casing, 
tubing, and wellhead fittings associated with develop- 
ment wells; (b) expenditures for roads, grading, etc.; 
(c) expenditures for drilling platforms; and all expen- 
ditures incident to development drilling. Exliude all 
expenditures for equipment beyond the Christmas tree 
and all expenditures for downhole pumping and artific- 
ial lift equipment which should be reported on Line 
No. 12. In addition, exclude all expenditures related to 
wells still drilling or not completed at the end of the 
report year. 


Lease Equipment—Line No. 12 


Report all lease equipment expenditures beyond the 
Christmas tree installation, including flow lines, flow 
tanks, field separators, heater-treaters, and related 
field facilities. Include expenditures for all normal 
pumping and other artificial life equipment, including 
downhole installations required for primary produc- 
tion. 


Fluid Injection and Improved Recovery Programs—Line 
No. 13 


Fluid injection and improved recovery programs 
include gas injection, water injection, steam injection, 
miscible phase, in situ combustion, etc., associated 
with oil and gas production. Report expenditures for 
procuring and installing all facilities and for drilling 
service wells, or converting existing wells to service 
wells, associated with such programs. Facilities 
should include pumps, compressors, engines, 
tankage, gathering and injection lines, treating facil- 
ities, special downhole and surface equipment, etc. 
Service wells include wells used for gas injection, 
water injection, steam injection, air injection, and 
water supply for injection. Do not include expenditures 
for observation weils, salt water disposal wells, water 
supply wells, or other wells required for primary pro- 
duction operations which should be reported on Line 
No. 14. 


SEC DOCKET/911 











Other, Including Direct Overhead—Line No. 14 


Report all other development expenditures, including 
such items as : access facilities to district installations 
(as opposed to individual wells) such as roads, 
bridges, canals, and other improvements; camp and 
district facilities; fuel gas systems; observation wells, 
salt water disposal wells, and water supply wells other 
than reported on Line No. 13; directly assignable over- 
head expenditures; and expenditures for capital 
equipment used for development not otherwise 
accounted for. Exclude expenditures for equipment 
and buildings used by personnel engaged in general 
producing and administrative activities as distin- 
guished from development operations. 


Report overhead expenditures which cannot be directly 
identified with development activities during the year 
on Line No. 22. 


Production Expenditures and Direct Overhead—Line 
Nos. 16 and 17 


Report lifting expenditures and all other expenditures 
which are directly applicable to the production of oil 
and gas, as distinguished from exploratory and 
development activities. Include expenditures for: labor; 
supervision in the field; repair and maintenance includ- 
ing workovers; production platforms; power and water; 
small tools and supplies; cost of treating oil; teaming 
and trucking; insurance; taxes (not including produc- 
tion and ad valorem taxes, and federal and state 
income taxes); bailing, shooting, fracturing, and 
acidizing, when not part of original completion work; 
abandonments; and expenditures for maintaining field 
offices. Include direct overhead, especially at district 
and field levels, where such overhead can be directly 
identified with the production function. Do not include 
expenditures applicable to gas processing plants or 
gas systems. 


4 


Production or Severance Taxes—Line No. 18 


Report here the total payments for production or sever- 
ance taxes to state and local governments. Do not 
reduce the value of crude oil and natural gas produced 
at the wellhead by such amounts. 


Ad Valorem Taxes—Line No. 19 


Report expenditures for ad valorem taxes on producing 
properties or equipment thereon, buildings, lease or 
field facilities, and other property used in production 
operations. Exclude: ad valorem taxes on undeveloped 
properties and property taxes on buildings and 
equipment used for exploratory purposes, which should 
be included on Line No. 08; ad valorem taxes on office 
buildings or other facilities used for general and 
administrative purposes, which should be included on 
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Line Nos. 21-24 to the extent that they are applicable to 
the operations covered by this report. 


General and Administrative Overhead Not Reported 
Elsewhere—Line Nos. 21 through 24 


Report all general operating and administrative ex- 
penditures above the field level, which are applicable to 
exploration, development, and production activities, 
excluding only those items which have been directly 
classified on Line Nos. 08,14 and 17. Include salaries 
and office expenditures and depreciation charges for 
office buildings, etc. 


If engaged in activities other than the production of oil 
and gas, include under this heading only that portion 
of general and administrative expenditures allocable to 
the oil and gas exploration and production depart- 
ments. Do not include interest on investment or state 
and federal income taxes. 


General and administrative overhead reported in total 
on Line No. 24 may be distributed to exploration, Line 
No. 21, development, Line No. 22, and production Line 
No. 23, in accordance with company practice. If allo- 
cations are not customarily made, report under Line 
No. 24. 


Instructions for Classifying Revenue by Type 


The following are instructions for reporting revenues 
classified by type in the JAS Survey:' 


Crude Oil and Lease Condensate: 


Report the net company working interest in crude oil 
and lease condensate produced. The volume should be 
the net company working interest in liquids produced 
from all wells in which all or part of the working 
interest is owned, including unitized projects. The 
volume reported should not include liquid products 
derived from gas processed under casinghead or per- 
centage type contracts, from cycling operations and/or 
under processing type contracts. 


The value reported should be the amount of revenue 
credited to the lease (after royalty payments, produc- 
tion payment disbursements, and net profit disburse- 
ments.) Do not include the lease sales value of liquid 
products derived from gas processed under a 









1 These guidelines were extracted from the 1975 Joint As- 
sociation Survey, an annual undertaking to collect data 
from the petroleum industry through the joint efforts of 
three oil and gas associations, the American Petroleum I!n- 
stitute, the Independent Petroleum Association of America, 
and the Mid-Continent Oil and Gas Association. 
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casinghead or percentage type contract, which is to be 
reported as natural gas sales or from cycling 
operations and/or under processing type contracts 
which is to be reported as natural gas sales or plant 
product sales, depending on the basis recorded in 
company accounts. Do not deduct production or 
severance taxes since these should be reported as ex- 
penditures. 


Natural Gas Sales: 


Volume— 


Report the volume of net company working interest in 
gas produced from oil and gas wells, and subsequently 
sold, including: 


(1) The volume of gas delivered to respondent’s own 
gas processing plants or gas systems. For cycling 
operations and/or under processing type contracts, if 
the sale of residue gas and liquid products is recorded 
on a separate basis, report only the leases’ share of the 
net company working interest in residue gas sold by 
the plant. If recorded on a raw gas basis, as under a 
casinghead contract, report the net working interest 
raw gas volume. 


(2) The volume of gas used in drilling or producing 
operations, if the value of such gas is credited to lease 
revenue with a corresponding charge to lease 
operations. 


Exclude the following: 


(1) The volume of residue gas sold (or returned for 
lease operations) where such residue gas (or proceeds 
therefrom) represents all or part of the consideration 
received from the sale of casinghead gas, as under a 
casinghead or percentage type gas contract. (The 
inclusion of residue gas volume would amount to 
duplication, since residue volume is included in the 
volume of raw gas sold to the gas processing plant.) 


(2) The volume of gas returned to the producing 
reservoir. 


The volumes reported should be at the pressure base 
reflected in the accounts of the reporting producers, 
and such volumes need not be adjusted to any uniform 
pressure base, such as 14,65 psi. However, indicate 
the pressure base used. 


Value— 
The value of net company working interest in gas 


produced from oil and gas wells and credited in lease 
revenues should include: 


(1) Revenue received from sale of gas. This value 
should include (a) the revenue derived from the sale of 
liquids and residue gas extracted from gas processed 
under casinghead or percentage type contracts, and 
(b) the revenue received from the sale of residue gas 
from cycling operations or under processing type 
contracts if so recorded in company accounts. If 
recorded on a raw gas basis, report the revenue from 
both residue gas and liquids. 


(2) The value of gas delivered to respondent’s own 
gas processing plants or gas systems which is credited 
to the lease. 


(3) The value of gas used in drilling or producing 
operations, including residue gas returned from plants, 
if the value of-such gas is credited to lease revenue 
with a corresponding charge to opeations. 


Leases’ Share of Liquids Recovered from Cycling 
Operations and/or under Processing Type Contracts: 


Report the leases’ share of the net company working 
interest in the volume and value of liquids recovered 
from cycling operations and/or under processing type 
contracts, if recorded separately on company records. 
If not separated, report the volume and value of the 
leases’ share of liquids sold from such operations (on a 
raw gas basis) as natural gas sales. 


Oil and Gas Royalty Revenue 


Report oil and gas revenue from royalties owned plus 
revenue from oil payment interests received, net profit 
interests received, etc. 


Other Lease Revenues from Producing Operations: 


Report any other lease revenues strictly incidental to 
oil and gas operations; such as equipment rentals; 
receipts from services performed for others; sales of 
water or steam; etc. Do not include revenue 
attributable to operations of gas processing plants or 
gas systems, or receipts from sale of assets, 
producing properties, etc. Do not include revenue 
applicable to mined sulfur, oil, shale, uranium, or other 
mineral operations. 


APPENDIX5 


Definition of Proved Oil and Gas Reserves from 
Securities Act Release No. 5706 


The following definition of proved reserves is included 
in Securities Act Release No. 5706 [41 FR 21764]: 


Estimates of future recoverable oil and gas shall be 
limited to proved developed and proved undeveloped 
future net recoverable reserves. For purposes of this 
instruction “proved reserves” are defined to be those 
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quantities of crude oil, natural gas, and natural gas 
liquids which, upon analysis of geologic and 
engineering data, appear with reasonable certainty to 
be recoverable in the future from known oil and gas 
reservoirs under existing economic and operating 
conditions. Proved reserves are limited to those 
quantities of oil and gas which can be expected, with 
little doubt, to be recoverable commercially at current 
prices and costs, under existing regulatory practices 
and with existing conventional equipment and 
operating methods. Depending upon their status of 
development, such proved reserves shall be subdivided 
into the following classification: 


(a) Proved Developed Reserves. These are’ proved 
reserves which can be expected to be recovered 
through existing wells with existing equipment and 
operating methods. This classificaton shall include: 


(i) Proved Developed Producing Reserves. These are 
proved developed reserves which are expected to be 
produced from existing completion interval(s) now 
open for production in existing wells; and 


(ii) Proved Developed Non-Producing Reserves. 
These are proved developed reserves which exist 
behind the casing of existing wells, or at minor depths 
below the present bottom of such wells, which are 
expected to be produced through these wells in the 
predictable future, where the cost of making such oil 
and gas available for production should be relatively 
small compared to the cost of a new well. 


Additional oil and gas expected to be obtained through 
the application of fluid injection or other improved 
recovery techniques for supplementing the natural 
forces and mechanisms of primary recovery should be 
included as “Proved Developed Reserves” only after 
testing by a pilot project or after the opertion of an 
installed program has confirmed through production 
response that increased recovery will be achieved. 


(b) Proved Undeveloped Reserves. These are proved 
reserves which are expected to be recovered from new 
wells on undrilled acreage or from existing wells where 
a relatively major expenditure is required for 
recompletion. Reserves on undrilled acreage shall be 
limited to those drilling units offsetting productive 
units, which are reasonably certain of production when 
drilled. Proved reserves for other undrilled units can be 
claimed only where it can be demonstrated with cer- 
tainty that there is continuity of production from the 
existing productive formation. 


Under no circumstances should estimates for proved 
undeveloped reserves be attributable to any acreage for 
which an application of fluid injunction or other 
improved recovery technique is contemplated, unless 
such techniques have been proved effective by actual 
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tests in the area and in the same reservoir. If warranted, 
however, a narrative discussion can be provided to 
point out those areas where future drilling or other 
operations may develop oil and gas production which 
at the time of filing is considered too uncertain to be 
expressed as numerical estimates for proved reserves. 


The reserves disclosed in SEC filings must be reported 
by “appropriate geographic area(s), such as by 
continent or by country, except that United States 
reserves shall be shown separately.” As to foreign re- 
serves, the following is provided: 


(a) Consideration should be given to the effect on 
ownership of reserves of any takeover or 
nationalization by foreign governments of properties 
owned by the registrant, including any possible change 
of a property interest into a long-term supply, 
purchase, or similar agreement. 


(b) The amounts of oil and gas subject to purchase 
under long-term supply, purchase or similar 
agreements with foreign governments or authorities 
should be disclosed separately. ..when such 
agreements cover all or part of the registrant’s reserves 
under a previous equity interest, or when the registrant 
has invested monies in foreign prospects, or has some 
special arrangement. 


(c) when any foreign government restricts the 
disclosure of estimated reserves for properties under 
their governmental authority, or amounts under 
long-term supply, purchase, or similar agreements to 
be disclosed pursuant to [(b) above], the registrant 
need not disclose such estimates or amounts but 
should identify the country and state that the reported 
reserve estimates or amounts do not include figures for 
the named country. 


APPENDIX6 


Schedule of Annual Changes in Estimates of Proved 
Reserves 


An example of the lines of a schedule analyzing 
changes in estimates of reserve is presented below: 


Estimate—beginning of year 

Revisions to previous estimate 
Estimate—beginning of the year, as adjusted 
Additions: 

New reserves discovered in new fields 


Extensions of old reservoirs 
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New reserves discovered in new reservoirs in old fields 
Reserves added through improved recovery techniques 
Purchases of recoverable reserves 

Deductions: 

Production 

Sales of recoverable reserves 

Estimate—end of year 

The following definitions would apply:' 


1. Revisions to previous estimates—changes in 
earlier estimates, either upward or downward, resulting 
from new information (except from an increase in 
proved acreage) obtained from development drilling 
and production history. 


2. New reserves discovered in new fields—proved 
reserves credited to new fields as the result of 
successful exploratory drilling and associated 
development drilling during the current year. 


3. Extensions of old reservoirs—increases in 
estimates resulting from the drilling of wells in years 
subsequent to the discovery of areservoir which add to 
the proved area of previously discovered reservoirs. 


4. New reserves discovered in new reservoirs in old 
fields—proved reserves credited to new reservoirs in 
old fields as the result of successful exploratory 
drilling and associated development drilling during the 
current year. 


5. Reserves added through improved recovery 
techniques—proved reserves added through any 
method for supplementing natural reservoir forces and 
energy, or otherwise increasing ultimate recovery from 
a reservoir. 


Separate presentation would be required for quantities 
of liquid hydrocarbons (crude oil and natural gas 
liquids) and natural gas. Some have suggested that 
separate reporting be required for crude oil, 
condensate, and other natural gas liquids. 





1The general source of these definitions is Reserves of 
Crude Oil, Natural Gas Liquids, and Natural Gas in the 
United States and Canada as of December 31, 1975. This 
publication is issued annually by the American Petroleum 
Institute, the American Gas Association, and the Canadian 
Petroleum Association. 


APPENDIX7 
Operating Statistics 


In Securities Act Release No. 5706 [41 FR 21764], the 
Commission required registrants with significant oil 
and gas operations to disclose the following operating 
Statistics: 


1. Net oil and gas production for oil in barrels and gas 
in MCF for each of the last five years, by areas no larger 
than the geographic areas used for estimated reserves. 


2. Total gross and net productive wells, expressed 
separately for oil and for gas, and the total gross and 
net producing areas. 


3. The availability of oil and gas from the present 
reserve or contract supply for at least one year from the 
“as of” date of the reserve estimate. 


4. As of a reasonably current date, the amounts of 
undeveloped acreage, both leases and concessions, if 
any, expressed in both gross and net acres by state, 
country, or other appropriate geographic area, together 
with an indication of acreage concentrations, and, 
where material, the minimum remaining terms of 
leases and concessions. 


5. Present activities, such as the number of wells in 
process of drilling, waterfloods in process of instal- 
lation, pressure maintenance operations, and any other 
elated operations of material importance. 





SECURITIES ACT of 1933 
Release No. 33-5939/June 22, 1977 


REQUEST FOR SUBMISSION OF VIEWS WITH 
RESPECT TO THE OFFER AND SALE OF CERTAIN 
CONTRACTUAL ARRANGEMENTS ISSUED BY LIFE 
INSURANCE COMPANIES 


The Securities and Exchange Commission (“Commis- 
sion”) today announced that it is requesting public 
comment regarding the offer and sale of certain 
contractual arrangements issued by life insurance com- 
panies. These arrangements (hereinafter collectively re- 
ferred to as ‘‘contract’’) include what are generally 
known as guaranteed investment, interest or income 
contracts, tax deferred annuity contracts and similar 
products (hereinafter referred to as ‘‘guaranteed invest- 
ment contracts’’). As part of its inquiry concerning the 
status of these contracts under the federal securities 
laws, the Division of Investment Management held a 
public meeting on May 6, 1977, with representatives of 
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the American Council of Life Insurance (‘‘ACLI’’), at 
their request, to provide them with an opportunity to 
present their views.' The ACLI and other speakers at the 
meeting requested that all interested persons be given 
an opportunity to provide information and comments 
with respect to the staff’s concerns about these con- 
tracts. 


Section 3(a)(8) of the Securities Act of 1933 (the “Act”) 
[15 U.S.C. 77c(a)(3)] exempts from the registration re- 
quirements of the Act any insurance or endowment 
policy or annuity contract issued by a corporation 
subject to the supervision of the insurance commis- 
sioner, bank commissioner or any agency or officer 
performing like functions of any state. However, the 
exemption is not necessarily available to all products 
labelled insurance policies or annuity contracts. As the 
Supreme Court stated in Securities and Exchange 
Commission v. Variable Annuity Life Insurance 
Company of America [“VALIC’] 350 U.S. 65 (1959), the 
meaning of “insurance” or “annuity” under the federal 
securities laws is a federal question. 


In determining whether new forms of investment 
arrangements which are labelled “insurance” or 
“annuity” by their promoters are exempt from registra- 
tion pursuant to Section 3(a)(8), it is necessary to 
consider whether they are the types of investments that 
Congress was willing to leave to state insurance regu- 
lation. VALIC, at 76 (J. Brennan, concurring). 
Therefore, the purpose of this release is to describe th 
types of contracts currently under study, indicate the 
areas of concern and request comments under study, 
indicate the areas of concern and request comments 
with respect to the manner in which the contracts 
under study are similar to or different from traditional 
fixed annuity contracts exempt from registration by 
Section 3(a)(8) of the Act. 


Traditional Annuities 


Traditional deferred annuity contracts involve the pay- 
ment of fixed sums by the purchaser and assumption 
of a fixed liability by the insurance company. The 
insurance company guarantees, without limitation, to 
pay an annuity of a predetermined amount, based on 
guaranteed interest and annuity purchase rates. This 
guarantee is conditioned only upon the purchaser 
making the requisite payments. Any profits made by 
the insurance company resulting from actual interest 
rates being higher than those assumed in the contract, 
more favorable mortality experience or lower expenses 
belong to the insurance company, except in the case of 
participating contracts. Traditional deferred annuities 
thus are purchased as a means of providing for 
retirement through the accumulation of sums at fixed 





1 SEC News Digest, April 28, 1977. 


916/SEC DOCKET 


interest rates, usually over an extended period of time, 
to be used for the purchase of annuities at guaranteed 
purchase rates. 


Description of Contracts 


The contracts which are the subject of study by the 
staff take a variety of forms but, in general, 
they: provide for the payment of money to a life 
insurance company (in a single sum or in install- 
ments); include promises by the insurer to pay interest 
at a guaranteed rate with or without the possibility of 
excess interest; and permit the purchase of an annuity 
at a future date at an annuity purchase rate which may 
or may not be guaranteed in the contracts. They appear 
to be of two basic types: contracts which guarantee a 
low rate of interest and provide for the possibility that 
excess interest will be credited by the insurance 
company (“excess interest contracts”) and contracts 
which guarantee a relatively high rate of interest and 
generally are written for a short period of time (5 to 12 
years) (“high interest contracts”). 


Excess interest contracts generally guarantee interest 
of between three and four percent for the life of the 
contract, but provide for, and emphasize, the 
possibility of excess interest to be paid at the 
discretion of the company. The excess interest to be 
paid at the discretion of the company. The excess 
interest is determined prior to the year in which it is to 
be paid based upon present and anticipated earnings 
on current investments of the insurance company and 
is guaranteed only for the following year or a portion 
thereof. 


High interest contracts, usually written for five to 
twelve years, guarantee a relatively high rate of 
interest, currently averaging 8%, and may or may not 
allow for the crediting of excess interest. They 
generally provide annuity purchase rates which may be 
guaranteed for the contract period, although often 
guaranteed only for five years or less. In addition, the 
annuity purchase rates may be guaranteed only for 
those participants who use their accumulated funds to 
annuitize during the period of the guarantee. 


Related to guaranteed investment contracts are other 
contractual are other contractual arrangements issued 
by life insurance companies in the form of riders to life 
insurance policies. Such riders, often referred to as 
deposit fund riders, provide for the accumulation of 
money in a manner similar to a savings account. The 
insurance company guarantees to pay a fixed rate of 
interest plus, in its discretion, excess interest on such 
accumlated money. The accumulated funds may be 
used in the future to purchase an annuity at annuity 
purchase rates guaranteed in the contract. 
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Discussion 


The staff is concerned that some of these contracts are 
not being offered and sold as insurance or annuity con- 
tracts but rather as investment vehicles designed for 
the accumulation of tax-deferred funds in a manner and 
on the basis of representations different from 
traditional insurance policies and annuity contracts. In 
addition, the provisions of and absolute guarantees in 
traditional deferred annuity contracts which histori- 
cally made the protections of the Act unnecessary are 
significantly different from or omitted entirely in 
the new contracts. Therefore, the exemption provided 
by Section 3(a)(8) for insurance policies and annuity 
contracts may not be available to these contracts. If the 
exemption is unavailable, the provisions of the federal 
securities laws, particularly the registration and 
disclosure requirements of the Act are of course 
applicable and must be complied with. 


Among the factors which distinguish guaranteed 
investment contracts from traditional deferred annuity 
contracts and which are of concern to the staff are: 


1. Advertising: the emphasis in the advertising and 
marketing of these contraction is clearly on their use as 
investment vehicles for the accumulation of capital. 
Particular mention is often made of the high 
tax-deferred interest they currently are paying, and 
broker-dealers are selling these contracts as 
alternatives to certificates of deposit, municipal bonds 
and corporate bonds. In addition, in some instances, 
an insurance company may have its own agents dis- 
tributing all its other products but chooses to have 
these new contracts distributed through broker- 
dealers. The staff recognizes that broker-dealers sell 
many types of exempt securities, but the method of 
distribution of these new contracts indicates that they 
are regarded in the commercial world as securities 
offered to the public for investment purposes and are 
not being sold on the basis of representations similar 
to those attending the sale of traditional life insurance 
and annuities. Since the Supreme Court has made clear 
that “it is not inappropriate that promoters’ offerings 
be judged as being what they were represented to be”,? 
the sale of these contracts as investment vehicles is an 
important factor in the staff's consideration. 


2. Excess Interest: Excess interest contracts gen- 
erally guarantee a relatively low rate of interest, but 
provide for the payment of excess or additional interest 
in the discretion of the insurance company. This 
excess interest is determined prior to the year in which 
it is to be paid based upon present and anticipated 
investment yields. These contracts are, therefore, 





2 SEC v. C.M. Joiner Leasing Corp., 320 U.S. 344, 353 
(1943). 


distinguishable from traditional participating policies, 
where dividends are determined on a retrospective 
basis based upon the share of divisible surplus of the 
class of policies, and are viewed, at least in part, as a 
return of premium. 


In addition, the purchaser of an excess interest 
contract, as compared to one purchasing a traditional 
fixed annuity, is not purchasing a fixed benefit, as the 
amount of excess interest which will be declared is 
unknown. The contractholder thus bears a risk as to 
the difference between the low guaranteed rate of 
interest and the anticipated excess interest. This risk is 
meaningful, as it is precisely the possibility of high 
interest through the payment of excess interest that is 
emphasized in the marketing of these contracts. 


3. Short-term Contracts: High interest contracts 
generally are written for a short period of time. At the 
end of each period, the insurance company may 
guarantee new interest and annuity purchase rates. 
They are thus very different from traditional annuity 
contracts in which the insurance company guarantees 
the annuity benefits to be paid at the end of the accum- 
ulation period without reserving the right to change the 
interest or annuity purchase rates. 


4. Annuity Purchase Rates: Some contracts, parti- 
cularly group contracts, are written with annuity pur- 
chase rates which may be changed unilaterally by the 
insurer with respect to sums already accumulated 
under the contracts. The insurer thus bears little or no 
mortality or longevity risk with respect to such 
contracts. In traditional individual annuity contracts, 
the annuity purchase rates are guaranteed for the 
length of the contract. The annuity purchase rates in 
traditional group contracts are guaranteed for sums 
accumulated during the guarantee period even if 
annuities are not purchased until a future date. 


5. State Insurance Law: State insurance law, which 
is directed primarily at maintaining the solvency of 
insurance companies, does not provide the purchasers 
of these contracts with the protections of the federal 
securities laws, particularly disclosure, which seems 
necessary and appropriate due to the differences be- 
tween these contracts and traditional deferred annuity 
contracts. Disclosures, such as the length of the 
interest and annuity purchase rate guarantees and the 
method used in computing excess interest, which may 
not be necessary in the case of traditional annuities 
under which fixed benefits are guaranteed, appear very 
meaningful to purchasers of the contracts under study. 


All interested persons are invited to submit written 
comments with respect to the ways in which the con- 
tracts discussed above and similar products are similar 
to or different from traditional fixed annuities. 
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Particular emphasis should be placed on those factors 
indicated to be of concern to the staff: (1) advertising, 
(2) excess interest, (3) short-term contracts, (4) an- 
nuity purchase rates and (5) state insurance law. 
Where possible, the submissions should include 
sample contracts and sales literature. Persons wishing 
to make written comments should file three copies 
thereof with George A. Fitzsimmons, Secretary of the 
Commission, Room 892, 500 North Capitol Street, 
Washington, D.C. 20549, not later than September 6, 
1977. In filing such submissions, commentators 
should make reference to Commission File No. 4-201. 
Copies of all submissions will be made available in the 
Commission’s Public Reference Section, Room 6101, 
1100 L Street, N.W., Washington, D.C. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 13639/June 17, 1977 


GUIDELINE REGARDING THE PREPARATION OF 
INTEGRATED REPORTS TO:-SHAREHOLDERS 


ACTION: Securities and Exchange Commission. 
AGENCY: Securities and Exchange Commission. 
ACTION: Publication of Guideline. 


SUMMARY: Because the Commission’s staff has re- 
ceived numerous inquiries regarding this matter, the 
Commission authorizes the publication of a guideline 
which permits the issuer to integrate its annual report 
to shareholders with its annual report filed with the 
Commission and its quarterly report to shareholders 
with its quarterly report filed with the Commission 
when certain conditions are met. The guide is being 
published at this time so that more issuers will be 
aware of the option and will take advantage of the 
procedure. 


DATES: Effective date: June 24, 1977. 


FOR FURTHER INFORMATION CONTACT: Richard 
K. Wulff, Division of Corporation Finance, Securities 
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and Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549 (202-755-1750). 


SUPPLEMENTARY INFORMATION: The _ Securities 
and Exchange Commission authorizes publication of a 
guideline codifying policies and practices of its 
Division of Corporation Finance concerning the filing 
of annual and quarterly reports to shareholders 
meeting the requirements of Form 10-K (17 CFR 
249.310) and Form 10-Q (17 CFR 249.308a) under the 
Securities Exchange Act of 1934 (‘‘Act’’) [15 U.S.C. 78a 
et seq., as amended by Pub. L. No. 94-29 (June 4, 
1975)]. 


The Commission announced today the publication of 
Guide 4, “Integrated Reports to Shareholders” of the 
Guides for the Preparation and Filing of Reports and 
Registration Statements under the Securities Ex- 
change Act of 1934. Guide 4 is not a Commission rule 
nor is it published as bearing the Commission’s official 
approval; it reflects policies and practices utilitzed by 
the division of Corporation Finance in administering 
the disclosure requirements of the federal securities 
laws. Because this guideline represents the current 
practive of the Division which is permissive in nature 
rather than mandatory, publication for comment pur- 
suant to the Administrative Procedure Act of 1946 (5 
U.S.C. 553) is not deemed necessary. 


Especially since the inception of the requirement in 
Rule 14a-3 (17 CFR 240.14a-3) that an issuer provide a 
requesting shareholder with a copy of its annual report 
to the Commission on Form 10-K, the Division of 
Corporation Finance has received numerous inquiries 
concerning the suitability of integrating the Form 10-K 
disclosure into the annual report to shareholders and 
having a single document satisfy both purposes. 
Because it is the Commission’s statutory responsi- 
bility to promote the dissemination of complete 
information about issuers of securities subject to its 
jurisdiction, the division of Corporation Finance has 
not objected to such consolidated reports under 
certain conditions. The Commission also understands 
that the Advisory Committee on Corporate Disclosure 
has tentatively approved the recommendation of a 
similar procedure. The substance of Guide 4 incor- 
porates the pertinent conditions. Generally speaking, 
the permissible document would contain complete 
answers to every item of Form 10-K along with a 
cross-reference sheet to facilitate the review by the 
Commission’s staff. In addition, items normally as- 
sociated with the annual report to shareholders such as 
pictures, graphs, historical data, tinting and columnar 
presentations are acceptable. 


In view of the fact that many companies send their 
shareholders reports, the Division will also permit a 
similar procedure to be followed as long as the re- 
quirements of Form 10-Q are satisfied. It is noted that 
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General Instruction D to Form 10-Q specifically permits 
the incorporation by reference of a quarterly report 
which satisfies Part | of the form. 


Issuers which file annual and quarterly reports with the 
Commission are encouraged to consider the 
advantages of the optional procedure set forth in Guide 
4. The Commission believes that the integrated docu- 
ment can be beneficial to shareholders and issuers 
alike because it may effect a general upgrading in the 
substance of publicly disseminated reports to share- 
holders and reduce the burden of compliance with the 
SEC filing requirements for issuers since one report 
can be submitted in lieu of two. 


The Commission hereby authorizes the publication of 
Guide 4, “Integrated Reports to Shareholders,” 
pursuant to Sections 13 and 23(a) of the Securities 
Exchange Act of 1934. The text of Guide 4 follows. 


Guides For Preparation And Filing of Reports And 
Registration Statements Under The Securities 
Exchange Act of 1934 


* * * * * 


4. Integrated Reports to Shareholders 


Annual and quarterly reports to shareholders may be 
combined with the required information of Form 10-K 
and Part ! of Form 10-Q and be suitable for filing with 
the Commission when the following conditions are 
satisfied: 


a) The report contains full and complete answers to 
all items required by Form 10-K or Part | of Form 10-Q. 
When responses to a certain item of required 
disclosure are separated within the report, an 
appropriate cross-reference should be made. If the 
information required by Part Il of Form 10-K is per- 
mitted to be omitted by virtue of General Instruction H, 
a definitive proxy or information statement shall be 
filed. 


b) Any additional information or exhibits contained in 
the report shall meet the requirements of Rules 12b-20 
(17 CFR 240.12b-20) and 12b-30 (17 CFR 240.12b-30) of 
the Securities Exchange Act of 1934. 


c) For purposes of Form 10-K, its cover page, the an- 
swer to Item 10 and the required signatures shall be 
included. For purposes of Form 10-Q, its cover page, 
appropriate responses to Part Il and the required 
signatures shall be included. Additionally, as appro- 
priate, a cross-reference sheet should be filed 
indicating the location of information required by the 
items of the form. 


d) Any pictorial or graphic representations shall 
comply with the provisions of Guide 8 of the Guides for 
Preparation and Filing of Registration Statements 
(Securities Act Release No. 5171 (July 20, 1971)). 


e) The report should contain a disclaimer of any 
action on the part of this Commission to approve or 
disapprove the report or to pass upon its accuracy or 
adequacy. 


f) An annual report to shareholders prepared on an 
integrated basis may also be submitted in satisfaction 
of Rule 14a-3 (17 CFR 240.14a-3) under the Securities 
Exchange Act of 1934. When filed as the annual report 
on Form 10-K, responses to the items of that form are 
subject to Section 18 of the Act. 


g) A quarterly report to shareholders filed in satis- 
faction of the requirements of Part | of Form 10-Q is not 
deemed to be “filed” for the purpose of Section 18 of 
the Act but is subject to all other provisions of the Act 
(Rules 13a-13(d) (17 CFR 240.13a-13(d)), 15d-13(d) (17 
CFR 240.15d-13(d))). 


By the Commission. 


George A. Fitzsimmons 
Secretary 


June 17, 1977 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13640/June 17, 1977 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE MIDWEST CLEARING CORPORATION 


(File No. SR-MCC-77-3) 


The Midwest Clearing Corporation submitted on June 
10, 1977, a proposed rule change, pursuant to Rule 
19b-4 under the Securities Exchange Act of 1934. The 
proposed rule change would provide for the automatic 
allocation of securities held in loan free positions to 
long value positions. 


Publication of the submission is expected to be made 
in the Federal Register during the week of June 20, 
1977. Interested persons are invited to submit written 
data, views and arguments concerning the submission 
within twenty-one days from the date of publication in 
the Federal Register. Persons desiring to make written 
submissions should file six copies thereof with the 
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_ Secretary of the Commission, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. SR-MCC-77-3. 


Copies of the submission, with accompanying 
exhibits, and of all written comments will be available 
for public inspection at the Securities and Exchange 
Commission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. Copies of the filing will also 
be available at the principal office of the 
above-mentioned self-regulatory organization. 


For the Commission by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13641/June 17, 1977 


In the Matter of 


MIDWEST STOCK EXCHANGE, INC. 
120 South LaSalle Street 
Chicago, Illinois 60603 


(SR-MSE-77-9) 
ORDER APPROVING PROPOSED RULE CHANGE 


On April 29, 1977, the Midwest Stock Exchange, Inc. 
(“MSE”) filed with the Commission, pursuant to 
Section 19(b) of the Securities Exchange Act of 1934 
(the “Act”), as amended by the Securities Act 
Amendments of 1975, and Rule 19b-4 thereunder, 
copies of a proposed rule change to amend Rule 22 of 
its Rules and Practices for Trading (“Charges by 
Member and Specialist for Execution of Orders”) to 
modify language which relates back to the time when 
fixed rates were still in existence. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by publication of a Commission Release 
(Securities Exchange Act Release No. 13515, (May. 6, 
1977)) and by publication in the Federal Register (42 
Fed. Reg. 24786 (May 16, 1977)). 


The Commission finds that the proposed rule change is 
consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to national 
securities exchanges, and in particular, the 
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requirements of Section 6 and the rules and regulations 
thereunder. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the proposed rule change filed 
with the Commission on April 29, 1977, be, and it 
hereby is, approved. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13642/June 17, 1977 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE BOSTON STOCK EXCHANGE, INC. 


File No. SR-BSE-77-2 


The Boston Stock Exchange, Inc. (“BSE”) submitted 
on June 9, 1977 a proposed rule change under Rule 
19b-4 to amend a number of its Constitutional 
provisions concerning its Board of Governors (Art. Il), 
Exchange committees (Art. IX), transfer of member- 
ship (Art XIll), Exchange Presidents’ duties (Art. XV), 
suspension or expulsion for dealing on other local 
exchanges (Art. XVI), the binding effect of its rules 
(Art. XVIII), meetings (Art. XXI), associate membership 
(Art. XXIl) and market maker membership (Art. XXV). 


Publication of the submission is expected to be made 
in the Federal Register during the week of June 20, 
1977. In order to assist the Commission to determine 
whether to approve the proposed rule change or insti- 
tute proceedings to determine whether the proposed 
rule change should be disapproved, interested persons 
are invited to submit written data, views and arguments 
concerning the submission within 21 days from the 
date of publication in the Federal Register. Persons 
desiring to make written submissions should file six 
copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North Capitol 
Street, Washington, D.C. 20549. Reference should be 
made to File No. SR-BSE-77-2. 


Copies of the submission and of all written comments 
will be available for inspection at the Securities and 
Exchange Commission’s Public Reference Room, 1100 
L Street, N.W., Washington, D.C. Copies of the filing 
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will also be available at the principal office of the 
above-mentioned self-regulatory organization. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13643/June 17, 1977 


NOTICE OF EFFECTIVENESS OF A PROPOSED RULE 
CHANGE BY THE NATIONAL SECURITIES CLEARING 
CORPORATION 


(File No. SR-NSCC-77-4) 


The National Securities Clearing Corporation (‘““NSCC”) 
submitted on June 7, 1977, a proposed rule change, 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934 and Rule 19b-4 thereunder, esta- 
blishing a fee of $25 for each report of free position 
balances requested by the issuer of any security 
eligible for clearance in the NCC Division. The report 
would contain the respective free positions of NCC 
Division clearing members in such issuer’s security at 
the clearing corporation as of a specific date. 


The foregoing rule change has become effective 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934. At any time within sixty days of 
the filing of such proposed rule change, the 
Commission may summarily abrogate the rule change 
if it appears to the Commission that such action is 
necessary or appropriate in the public interest, for the 
protection of investors, or otherwise in furtherance of 
the purposes of the Securities Exchange Act of 1934. 


Publication of the submission is expected to be made 
in the Federal Register during the week of June 20, 
1977. Interested persons are invited to submit written 
data, views and arguments concerning the submission 
withing twenty-one days from the date of publication in 
the Federal Register. Persons desiring to make written 
submissions should file six copies thereof with the 
Secretary of the Commission, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549. Reference should be made to File No. 
SR-NSCC-77-4. 


Copies of the submission, with accompanying 
exhibits, and of all written comments will be available 


for public inspection at the Securities and Exchange 
Commission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. Copies of the filing will also 
be available at the principal office of the above-men- 
tioned self-regulatory organization. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13644/June 17, 1977 


In the Matter of 


PACIFIC STOCK EXCHANGE INCORPORATED 
618 South Spring Street 
Los Angeles, California 90014 


(SR-PSE-77-5) 
ORDER APPROVING PROPOSED RULE CHANGE 


On February 24, 1977, the Pacific Stock Exchange 
Incorporated (the “PSE”) filed with the Commission, 
pursuant to Section 19(b) of the Securities Exchange 
Act of 1934 (the ‘“‘Act”), as amended by the Securities 
Acts Amendments of 1975, and Rule 19b-4 thereunder, 
copies of a proposed rule change which provides for 
the trading of certain securities, designated 
periodically by the PSE’s Board of Governors, on an 
alternate specialist basis. A member registered with 
the Exchange as an alternate specialist in a particular 
security is obliged to assist the primary specialist in 
maintaining a fair and orderly market in that security. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by publication of a Commission Release 
(Securities Exchange Act Release No. 13304, (February 
28, 1977)) and by publication in the Federal Register 
(42 FR 13177 (March 9, 1977)). 


The Commission finds that the proposed rule change is 
consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to 
registered national securities exchanges, and in 
particular, the requirements of Seciion 6 and the rules 
and regulations thereunder. 
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IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the proposed rule change filed 
with the Commission on February 24, 1977, be, and it 
hereby is, approved: 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13645/June 17, 1977 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY MIDWEST STOCK EXCHANGE, INCORPORATED 


File No. SR-MSE-77-1 


The Midwest Stock Exchange, Incorporated submitted 
on April 29, 1977 a proposed rule change under Rule 
19b-4 to eliminate the monthly reporting by member 
firms of open options exercise positions. According to 
the Exchange, such information is available to the 
Exchange from the Options Clearing Corporation and 
would be duplicative if also required from the 
members. 


Publication of the submission is expected to be made 
in the Federal Register during the week of June 20, 
1977. In order to assist the Commission to determine 
whether to approve the proposed rule change or institute 
proceedings to determine whether the proposed rule 
change should be disapproved, interested persons are 
invited to submit written data, views and arguments 
concerning the submission within 30 days from the date 
of publication in the Federal Register. Persons desiring 
to make written submissions should fild six copies 
thereof with the Secretary of the Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-MSE-77-11. 


Copies of the submission and all written comments 
will be available for inspection at the Securities and 
Exchange Commission’s Public Reference Room, 1100 
L Street, N.W., Washington, D.C. Copies of the filing 
will be also be available at the principal office of the 
above-mentioned self-regulatory organization. 


For the Commission by the Division of Market 
Regulation, pursuant to-delegated authority. 


George A. Fitzsimmons 
Secretary 





922/SEC DOCKET 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 13646/June 17, 1977 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE NATIONAL ASSOCIATION OF SECURITIES 
DEALERS, INC., AND ORDER APPROVING PRO- 
POSED RULE CHANGE 


SR-NASD-77-7 


The National Association of Securities Dealers, Inc. 
(“NASD”) submitted, on June 7, 1977, a proposed rule 
change pursuant to Rule 19b-4 under the Securities 
Exchange Act of 1934 (the “Act”) to amend the NASD’s 
qualification requirements applicable to members and 
their associated persons. The proposed amendment 
provides that in order to qualify to become registered 
as a principal of an NASD member, an individual not 
already qualified to become registered as a 
representative must take and pass the NASD’s 
Qualification Examination for Registered Representa- 
tives (Series 7) as well as the NASD’s Qualification 
Examination for Principals (Series 40), with certain 
exceptions.' 


Publication of notice of the proposed rule change is 
expected to be made in the Federal Register during the 
week of June 20, 1977. Interested persons are invited to 
submit written data, views and arguments concerning 
the proposed rule change. Persons desiring to make 
written submissions should file six copies thereof with 
the Secretary of the Commission, 500 North Capitol 
Street, Washington, D.C. 20549. Reference should be 
made to File No. SR-NASD-77-7. 


The Commission finds that the proposed rule change is 
consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to 
registered securities associations, and in particular, 
the requirements of Section 15A of the Act and the 
rules and regulations thereunder. 


Further, the Commission finds good cause for 
approving the proposed rule change prior to the 
thirtieth day after the date of publication of notice of 
filing thereof. The NASD’s qualification requirements 
for registered personnel contemplate that member firm 
principals are qualified as representatives as well as 
principals. The proposed rule change will prevent 
possible evasion of this purpose by ensuring that prin- 
cipals will be subject to examination requirements at 
least comparable to those imposed on representatives. 

















1The subject proposal provides that the proposed require- 
ments would not apply ‘to persons required to register and 
qualify as ‘Financial Principals’ or whose functions will re- 
late solely and exclusively to: (1) mutual funds and vari- 
able annuities or (2) direct participation programs.” 
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Moreover, the proposed rule change will eliminate an 
apparent disparity between the examination require- 
ments for principals and representatives. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the proposed rule change filed 
with the Commission on June 7, 1977, and subse- 
quently amended on June 17, 1977, be, and it hereby 
is, approved. 

For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 34-13647 


see: 


SECURITIES ACT OF 1933 
Release No. 33-5837 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13648/June 20, 1977 


LOST AND STOLEN SECURITIES PROGRAM 
AGENCY: Securities and Exchange Commission. 
ACTION: Postponement of effective date. 


SUMMARY: This action postpones the effective date 
of the reporting requirements of Section 240.17f-1, the 
Lost and Stolen Securities Program, until October 3, 
1977 and the remaining provisions of the section until 
January 2, 1978. The delay is necessary because 
additional time is needed to implement and test a 
system to receive reports and inquiries and to inform 
institutions subject to Section 240.17f-1 about the 
operation of the system. The new effective dates are 
intended to implement the Lost and Stolen Securities 
Program in an efficient manner. 


EFFECTIVE DATES: Reporting requirements: October 
3, 1977. Inquiry requirements: January 2, 1978. 


FOR FURTHER INFORMATION CONTACT: Atilla S. 
IIkson, Special Counsel, Division of Market 
Regulation, Securities and Exchange Commission, 
Washington, D.C. 20549 (202-755-7588). 


SUPPLEMENTARY INFORMATION: The _ Securities 
and Exchange Commission today announced a delay 
in the effective date of 17 CFR §240.17f-1 under Section 
17(f) of the Securities Exchange Act of 1934 [15 U.S.C. 
78a et seq. as amended by Pub. L. No. 94-29 (June 4, 
1975)] with respect to the Lost and Stolen Securities 
Program. 


Discussion 


On May 12, 1977 the. Commission announced the 
designation of AutEx, Inc. (“AutEx’’) to receive reports 
and inquiries required to be made to the Commission 
pursuant to Section 240.17f-1 for the lost and stolen 
securities pilot program. At that time, the Commission 
indicated that it might delay the effective date of 
Section 240.17f-1 if its designee required additional 
time to implement the system in an effective manner. 


The Commission has determined that such a delay 
would be appropriate. Accordingly, the Commission 
has delayed the effective date for reporting require- 
ments until October 3, 1977 and ahs delayed the 
effective date for the inquiry requirements until 
January 2, 1978. This approach will allow the construc- 
tion of a file of missing, lost, stolen or counterfeit 
securities for a three month period prior to the 
commencement of required inquiries. 


In practical terms, this means that Section 240.17f-1 
paragraphs (a), (b) and (e) will become effective on 
October 3, 1977 as will paragraph (d), with the excep- 
tion of the provisions relating to inquiry. The remaining 
provisions of the section will become effective on 
January 2, 1978. Consequently, no inquiries will be 
possible until January 2, 1978. The one year pilot 
program will be in effect from January 2, 1978 to 
December 31, 1978. 


The Commission expects to disseminate to all 
institutions subject to the section, detailed procedures 
regarding the mechanics of reporting and inquiry 
within the near future. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 13649/June 20, 1977 


Admin. Proc. File No. 3-5138 
in the Matter of 


GOODMAN SECURITIES CORPORATION 
(8-17163) 
ROBERT M. GOODMAN ASSOCIATES, INC. 


ROBERT M. GOODMAN 


ORDER IMPOSING REMEDIAL SANCTIONS 


For the purpose of settling these broker-dealer pro- 
ceedings under the Securities Exchange Act of 1934 
(Exchange Act), Goodman Securities Corporation 
(Registrant), Robert M. Goodman Associates, Inc., an 
entity affiliated with Registrant and Robert M. 
Goodman, president and sole stockholder of 
Registrant, have submitted, without admitting or de- 
nying the allegations of the Order for Proceedings, a 
joint Offer of Settlement which the Commission has 
determined to accept. In their Offer of Settlement the 
respondents have consented to findings by the 
Commission of willful violations of the federal 
securities laws as alleged in the Order for Proceedings. 


On the basis of the Order for Proceedings and the Offer 
of Settlement, it is found that Goodman Securities 
Corporation, Robert M. Goodman Associates, Inc. and 
Robert M. Goodman willfully violated Sections 5(a), 
5(c) and 17(a) of the Securities Act of 1933, Sections 
10(b) and 17(a) of the Exchange Act and Rules 10b-5 
and 17a-3 thereunder. In view of the foregoing, it is in 
the public interest to impose the sanctions specified in 
the Offer of Settlement. 


ACCORDINGLY, IT IS ORDERED that: 


(1) The broker-dealer registration of Goodman 
Securities Corporation be, and hereby is, revoked; 


(2) Robert M. Goodman Associates, Inc. be, and 
hereby is, barred from association with a broker or 
dealer; 


(3) Robert M. Goodman be, and hereby is, suspended 
from association with a broker or dealer for a period of 
one year; and 


(4) The sanctions ordered herein shall become 
effective the second Monday after the date of this 
Order. 
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In addition to the above sanctions' and for the pur- 
poses of disposing of the issues raised in these 
proceedings, the Commission deems it appropriate to 
accept the undertakings of Robert M. Goodman in 
which he represents and undertakes that: (1) Should 
he associate himself with a broker-dealer in a 
nonproprietary and/or nonsupervisory capacity, he will 
do so only upon a showing to the staff of the 
Commisson of adequate supervision; and (2) Should 
he associate himself with a broker-dealer in a 
proprietary and/or supervisory capacity, (a) he will 
first retain competent legal counsel to advise and in- 
struct him with respect to his obligations under the 
securities laws; (b) the broker-dealer will have or will 
formulate, implement and maintain adequate super- 
visory and compliance procedures; and (c) the 
broker-dealer will only employ personnel who are 
competent under the circumstances of their 
employment. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13650/June 20, 1977 


NOTICE OF FILING OF PROPOSED RULE CHANGES 
BY THE MIDWEST CLEARING CORPORATION AND 
THE MIDWEST SECURITIES TRUST COMPANY 


(File Nos. SR-MCC-77-1 and SR-MSTC-77-5) 


The Midwest Clearing Corporation and the Midwest 
Securities Trust Company submitted on June 9, 1977, 
proposed rule changes pursuant to Rule 19b-4, under 
the Securities Exchange Act of 1934, to establish, and 
to set fees for, a Stock Today Program, which 
expedites certain securities deliveries. 


Publication of the submissions is expected to be made 
in the Federal Register during the week of June 20, 
1977. Interested persons are invited to submit written 
data, views and arguments concerning the submis- 
sions within twenty-one days from the date of 
publication in the Federal Register. Persons desiring to 





‘The findings and sanctions imposed herein are not binding 
upon any other respondent in this proceeding In the matter 
of Goodman Securities Corporation et al. instituted Decem- 
ber 21, 1976. 
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make written submissions should file six copies there- 
of with the Secretary of the Commission, Securities 
and Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. Reference should be made to 
File Nos. SR-MCC-77-1 and SR-MSTC-77-5. 


Copies of the submissions, with accompanying ex- 
hibits, and of all written comments will be available for 
public inspection at the Securities and Exchange 
Commission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. Copies of the filings will also 
be available at the principal office of the above-men- 
tioned self-regulatory organizations. 


For the Commission by the Division of Market 
Regulation, pursuant to Delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13651/June 20, 1977 


In the Matter of 


MIDWEST STOCK EXCHANGE, INC. 
120 South LaSalle Street 
Chicago, Illinois 60603 


(SR-MSE-77-10) 
ORDER APPROVING PROPOSED RULE CHANGE 


On April 26, 1977, the Midwest Stock Exchange, Inc. 
(“MSE”) filed with the Commission, pursuant to 
Section 19(b) of the Securities Exchange Act of 1934 
(the “Act”), as amended by the Securities Acts 
Amendments of 1975, and Rule 19b-4 thereunder, 
copies of a proposed rule change. The MSE proposal, 
which adds Article XXXIV to the Exchange’s rules, 
provides for the creation of a registered market-maker 
function with respect to certain equity securities traded 
on the Exchange. Members who register in this 
capacity would be obliged to contribute to the 
maintenance of a fair and orderly market in their re- 
spective assigned issues. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by pulbication of a Commission Release 
(Securities Exchange Act Release No. 13486 (April 28, 
1977)) and by publication in the Federal Register (42 
FR 24785 (May 16, 1977)). 


The Commission finds that the proposed rule change is 
consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to reg- 
istered national securities exchanges, and in particul- 
lar, the requirements of Section 6 and the rules and 
regulations thereunder. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the proposed rule change filed 
with the Commission on April 26, 1977, be, and it 
hereby is, approved. 


For the Commission by the Division of Market Regu- 
lation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13652/June 21, 1977 


Administrative Proceeding File No. 3-5215 
In the Matter of 

JEROME LELAND POKORNY 

3306 No. 49th Street 

Omaha, Nebraska 68106 


FINDINGS AND ORDER 
SANCTIONS 


IMPOSING REMEDIAL 


In these administrative proceedings under the 
Securities Exchange Act of 1934,' Jerome Leland 
Pokorny, without admitting or denying the allegations 
of the Order for Proceedings, has submitted an offer of 
settlement which the Commission has determined to 
accept. 


On the basis of the Order for Proceedings and the offer 
of settlement, it is found: 


1) That Jerome Leland Pokorny wilfully violated 
Section 15(b) and the antifraud provisions under 
Section 10(b) of the Securities Exchange Act of 1934, 
as amended, and Rule 15b10-2 thereunder; and 


2) That it is in the public interest to impose the sanc- 
tion specified in the offer of settlement. 





1 instituted in the matter of Jerome Leland Pokorny on 
April 13, 1977. 
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Accordingly, IT 1S ORDERED that Jerome Leland 
Pokorny be, and hereby is, barred from association 
with any broker, dealer, investment adviser or invest- 
ment company. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13653/June 21, 1977 


Administrative Proceeding File No. 3-5165 
In the Matter of 


BAY STATE SECURITIES, INC. 
One Boston Place 
Boston, Massachusetts 


LAURENCE T. HOWELL 
30 Highland Avenue 
Dedham, Massachusetts 02026 


DONALD M. PATTEN 
123 Woodland Road 
Carlisle, Massachusetts 01741 


STANLEY H. SICHEL 
276 Marlborough Street 
Boston, Massachusetts 


ORDER INSTITUTING PROCEEDINGS AND IMPOSING 
REMEDIAL SANCTIONS 


In connection with a proposed administrative pro- 
ceeding, Bay State Securities, Inc. (‘registrant’) a 
registered broker-dealer; Laurence T. Howell, 
registrant’s president; Donald M. Patten, registrant’s 
vice president; and Stanley H. Sichel, a former 
registered representative of registrant, have submitted 
offers of settlement which the Commission has de- 
termined to accept. Solely for the purposes of these 
proceedings and with out admitting or denying the 
findings herein, respondents consent to the findings 
and sanctions set forth below. 


Accordingly, IT 1S ORDERED that proceedings pur- 
suant to Section 15(b) of the Securities Exchange Act 
be, and they hereby are, instituted. 


On the basis of the order for proceedings and the offers 
of settlement it is found that: 
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1. Registrant, Howell and Patten willfully violated 
and willfully aided and abetted violations of Sections 
5(a), 5(c), and 17(a) of the Securities Act and Section 
10(b), 15(b), 15(c) and 17(a) of the Securities Exchange 
Act and Rules 10b-5, 15b3-1(a) and (b), 15b8-1, 
15b10-6, 15c1-4, 15c1-5, 15c2-4, 17a-3, 17a-10 and 
17a-11 thereunder. 


2. Sichel willfully violated, and willfully aided and 
abetted violations of Sections 5(a), 5(c) and 17(a) of the 
Securities Act and Section 10(b) of the Securities Ex- 
change Act and Rule 10b-5 thereunder. 


In view of the foregoing, it is in the public interest to 
impose the sanctions specified in the offers of settle- 
ment. 


Accordingly, IT IS ORDERED that effective on the 
second Monday following the date of this Order. 


1. The registration as a broker-dealer of Bay State 
Securities be, and hereby is, revoked; 


2. Laurence T. Howell be, and hereby is barred from 
association with any broker or dealer, provided, how- 
ever, that after one (1) year he has a right to apply for 
association with a broker or dealer in a non-supervisory 
capacity upon a showing that he will be adequately 
supervised. 


3. Donald M. Patten be, and hereby is, barred from 
association with any broker or dealer, provided, how- 
ever, that after two (2) years he has a right to apply for 
association with a broker or dealer in a non-supervisory 
capacity upon a showing that he will be adequately 
supervised. 


4. Stanley H. Sichel be, and hereby is, barred from 
being directly or indirectly engaged in or associated 
with any broker or dealer in securities, any investment 
adviser, any registered investment company, or any 
other activity subject to the jurisdiction of the United 
States Securities and Exchange Commission. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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In the Matter of 


FIRST WESTERN SECURITIES COMPANY, et al. 


FINDINGS AND ORDER 
SANCTIONS 


IMPOSING REMEDIAL 


In these proceedings under the Securities Exchange 
Act, First Western Securities Company (registrant) and 
William C. Lasswell, Jr. failed to answer the order that 
instituted these proceedings and they are therefore in 
default.' 


On the basis of that order it is found that: 


1. Registrant, wilfully aided and abetted by Lasswell, 
wilfully violated Section 17(a) of the Securities 
Exchange Act of 1934 and Rules 17a-5 and 17a-11 
thereunder. 


2. Registrant, wilfully aided and abetted by Lasswell, 
wilfully violated Section 15(c) of the Securities 
Exchange Act of 1934 and Rules 15c3-1 and 15c3-3 
thereunder. 


In view of the foregoing, it is in the public interest to 
revoke registrant’s broker-dealer registration and to bar 
Lasswell from association with any broker or dealer. It 
is also necessary and appropriate in the public interest 
for the protection of investors to expel Lasswell and 
registrant from membership in the Spokane Stock Ex- 
change and bar them from association with a member 
of any national securities exchange or registered 
securities association. 


Accordingly, IT IS ORDERED that effective at the 
opening of business on the second Monday after the 
date of this order: the registration of First Western 
Securities Company as a broker-dealer be, and hereby 
is, revoked; William C. Lasswell, Jr. be, and hereby is, 
barred from being associated with any broker or dealer; 


and it is further ORDERED that William C. Lasswell, Jr. 
and First Western Securities Company be and hereby 
are expelled from membership in the Spokane Stock 
Exchange and barred from being associated with a 
member of any national securities exchange or reg- 
istered securities association. 





1Rule 7 (e) of the Commission’s Rules of Practice pro- 
vides that the allegations in that order may be deemed 
true as to a defaulting respondent. 


For the Commission, by its secretary, pursuant to 
delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13655/June 21, 1977 


In the Matter of 
THE COCA-COLA COMPANY 


ORDER INSTITUTING PROCEEDINGS AND IMPOSING 
REMEDIAL SANCTION 


Having been advised of a proposed administrative pro- 
ceeding by the Commissin pursuant to Section 15(c)(4) 
of the Securities Exchange Act of 1934 (“Exchange 
Act”), The Coca-Cola Company (“Respondent”) has 
submitted an Offer of Settlement which the Commis- 
sion has determined to accept. Solely for the purpose 
of these proceedings, and without admitting or de- 
nying the findings herein, Respondent consents to the 
findings and sanctions set forth below. 


Accordingly, IT 1S ORDERED that proceedings pur- 
suant to Section 15(c)(4) of the Exchange Act be, and 
they hereby are, instituted. 


As aresult of an investigation, the Division of Enforce- 
ment alleges and, on the basis of Respondent’s Offer 
of Settlement, the Commission finds that Respondent 
violated Section 13(d) of the Exchange Act and Rule 
13d-1 thereunder after acquiring beneficial ownership 
of more than five percent of the common stock of The 
Taylor Wine Company, Inc. (“Taylor”) by failing to filea 
Schedule 13D within 10 days of the date such 
beneficial ownership was acquired, and by filing a 
Schedule 13D nearly two months after the ten-day 
period had expired which contained incorrect infor- 
mation in that Respondent disclaimed beneficial 
ownership of a block of shares of Taylor common stock 
which constituted more than five percent of the 
common. stock of Taylor. In so _ finding, the 
Commission approves and adopts the Division of En- 
forcement’s Statement of Matters submitted by the 
Division of Enforcement for the purpose of this pro- 
ceeding which is attached hereto and incorporated 
herein by reference. 


Accordingly, IT IS ORDERED as follows: 
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The Respondent, The Coca-Cola Company, correct the 
“Statement on Schedule 13D” that it filed on November 
12, 1976 by deleting all disclaimers of beneficial 
ownership in the securities of Taylor. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


Attachement 


In the Matter of 
THE COCA-COLA COMPANY 
Admin. Proc. File No. 3-5227 


STATEMENT OF MATTERS BY THE DIVISION OF EN- 
FORCEMENT TO BE CONSIDERED AT PUBLIC 
HEARING PURSUANT TO SECTION 15(c)(4) OF THE 
SECURITIES EXCHANGE ACT OF 1934, AS AMENDED 


The Coca-Cola Company (‘‘Coca-Cola’’) is a 
publicly-held company based in Atlanta, Georgia. Its 
securities are registered under Section 12(b) of the 
Exchange Act and traded on the New York, Pacific and 
Midwest Stock Exchanges. 


The Taylor Wine Company, Inc. (“Taylor’) is a 
publicly-held company based in Hammondsport, New 
York. Taylor's securities are registered under Section 
12(g) of the Securities Exchange Act of 1934, as 
amended (“Exchange Act”) and its common stock is 
traded over-the-counter. As of June 30, 1976, Taylor 
had 4,353,748 shares of common stock outstanding. 


The Division of Enforcement, as a result of an investi- 
gation, hereby alleges that Coca-Cola failed to comply 
with Section 13(d) of the Exchange Act and Rule 13d-1 
thereunder in that it failed to file a Schedule 13D within 
10 days after acquiring beneficial ownership of more 
than five percent of the common stock of Taylor, and 
that it filed a Schedule 13D nearly two months after the 
ten day period had expired which contained incorrect 
information. 


The following are the matters of fact and law to be 
considered at a public hearing to be held pursuant to 
Section 15(c)(4) of the Exchange Act. 


1. Lincoln First Bank of Rochester (“Lincoln”) is a 
wholly-owned subsidiary of Lincoln First Banks, Inc. 
and is chartered under the laws of the State of New 
York. 
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2. On August 6, 1976, Lincoln filed a Form S-7 regi- 
Stration statement with the Commission for a 
secondary offering of 603,698 shares of Taylor 
common stock (the “block’”), which constituted ap- 
proximately 14% of the total number of shares of 
Taylor common stock outstanding. 


3. Lincoln held the block in a fiduciary capacity 
under various trusts and agreements for the beneficial 
owners. 


4. On August 13, 1976, after preliminary prospec- 
tuses had been circulated, Lincoln was contracted by 
Allen & Company, the first of many companies and 
investment bankers who expressed an interest in pur- 
chasing the entire block in the ensuing several weeks. 


5. On August 25, 1976, Allen & Company indicated 
that their client, Oakbrook, Inc. would offer $15 a share 
for the block and on August 27, 1976, they confirmed 
this offer in writing. 


6. During the period from August 27, 1976 through 
September 8, 1976, Lincoln received additional offers 
for the stock from Maron Obernauer and IFFI, S.A., 
Beatrice Foods, Norton-Simon, Coca-Cola, and 
PepsiCo. 


7. The offerors were told that the terms of their offers 
would be kept confidential, that Lincoln would accept 
an offer on September 8, 1976, and at least one offeror 
was told that only unconditional cash bids would be 
considered. 


8. All the offers, with the exception of Coca-Cola’s 
offer, were unconditional cash bids. 


9. The terms of Coca-Cola’s offer on the morning of 
September 8 were that Coca-Cola would guarantee 
$15.25 a share to Lincoln if Coca-Cola and Taylor had 
not reached a merger agreement within about 90 days 
and if such merger was not consummated thereafter. If 
a merger agreement was reached and consummated, 
the block would participate in the exchange on an 
equal basis with the balance of the common stock. 


10. The highest offer on the morning of September 8 
was Norton-Simon’s offer of $20 a share. However, 
New York law apparently forbade the acquisition of a 
substantial interest in a winery by a party also owning 
an interest in a distilled spirits operation and 
Norton-Simon was in the distilled spirits industry in 
Kentucky. 


11. In the early afternoon of September 8, PepsiCo 
submitted an offer to Lincoln. Lincoln had been pre- 
viously advised that PepsiCo would submit an offer at 
that time. 
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12. The terms of PepsiCo’s offer were that it would 
apy $18.01 a share or $.10 a share over other bids up to 
a limit of $20.13 a share. 


13. On the morning of September 8, Joseph 
Swarthout, President of Taylor, met with represen- 
tatives of Coca-Cola, including Harry Teasley, a 
Vice-President of Coca-Cola, and indicated that he was 
concerned that Coca-Cola’s bid would not be accepted 
and urged Coca-Cola to raise their bid. 


14. Later in the day on September 8, Joseph 
Swarthout met with representatives of Lincoln who in- 
dicated that they had received a bid from Pepsico and 
that in order for Coca-Cola to be a successful bidder it 
would have to increase the cash terms of its bid to over 
$18 a share. 


15. After Joseph Swarthout met with Lincoln, he 
again met with Harry Teasley of Coca-Cola and relayed 
the information that he had received from Lincoln. 


16. Asaresult of the meeting with Joseph Swarthout, 
Coca-Cola raised the cash terms of its bid to $18.07 a 
share. 


17. In the afternoon and early evening of September 
8, 1976 Coca-Cola and Lincoln and their representative 
attorneys reached an agreement concerning the block 
(the “Coca-Cola-Lincoln Areement”), attached hereto 
as Exhibit A. The parties agreed that the agreement 
would be dated September 10, 1976 and copies would 
be signed and exchanged through the mails. 


18. The Coca-Cola-Lincoln Agreement provided that 
Coca-Cola would purchase the block at $18.07 a share 
if Coca-Cola and Taylor had not reached a merger 
agreement by December 10, 1976 and if such merger 
was not consummated by February 28, 1977. 


19. The purpose of the Coca-Cola-Lincoln Agree- 
ment, from Coca-Cola’s viewpoint, was to insure that 
no other entity could purchase the block from Lincoln 
while Coca-Cola and Taylor were conducting merger 
negotiations. If merger negotiations did not result in a 
merger agreement being reached, Coca-Cola would 
take title to the block, and then could proceed to make 
a tender offer for additional shares of Taylor. 


20. The Coca-Cola-Lincoln Agreement had the effect 
of making Coca-Cola a “beneficial owner” of the block 
for purposes of Rule 13d-1, thus requiring Coca-Cola to 
file a Schedule 13D with the Commission on or before 
September 18, 1976. 


21. Coca-Cola did not file a Schedule 13D with the 
Commission on or before September 18, 1976. 


22. After being informed by the staff of the Division 
of Enforcement that the staff intended to recommend 
enforcement proceedings against Coca-Cola for vio- 
lation of Section 13(d) of the Exchange Act and Rule 
13d-1 thereunder, Coca-Cola in a memorandum in op- 
position to the staff position offered to, and on 
November 12, 1976 did file a “Statement on Schedule 
13D” with the Commission in which Coca-Cola 
disclaimed any beneficial interest in the stock. 


23. The “Statement on Schedule 13D” filed by 
Coca-Cola is incorrect in that Coca-Cola disclaims 
beneficial ownership of the block although the Coca- 
Cola-Lincoln Agreement in fact made Coca-Cola a 
beneficial owner of the block. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13656/June 22, 1977 


In the Matter of 


PACIFIC STOCK EXCHANGE, INC. 
618 South Spring Street 
Los Angeles, California 90014 


(SR-PSE-77-14) 
ORDER APPROVING PROPOSED RULE CHANGE 


On June 6, 1977, the Pacific Stock Exchange, Inc. 
(“PSE”) filed with the Commission, pursuant to 
Section 19(b) of the Securities Exchange Act of 1934 
(the “Act”), as amended by the Securities Acts Amend- 
ments of 1975, and Rule 19b-4 thereunder, copies of a 
proposed rule change to amend Rule Xill, its rule im- 
posing restrictions on off-board trading. The proposed 
amendments would add exemptions for transactions in 
securities not listed and registered on any national 
securities exchange but which are traded on PSE 
pursuant to unlisted trading privileges;* and for 
securities listed solely on PSE if the issuer of such 
securities applies for delisting and PSE applies for un- 
listed trading privileges with respect to such 
securities. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 





*This portion of the proposal was previously filed as part of 
SR-PSE-67-17, which is pending before the Commission, 
and was published for comment in Securities Exchange Act 
Release No. 12539 (June 11, 1976), 41 FR 24787 (June 
18, 1976). 
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given by publication of a Commission Release (Securi- 
ties Exchange Act Release No. 13618, (June 10, 1977)). 


The Commission finds that the proposed rule change is 
consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to reg- 
istered national securities exchanges and in particular, 
the requirements of Section 6 and the rules and 
regulations thereunder. 


Further, the Commission finds good cause for 
approving the proposed rule change prior to the 
thirtieth day after the date of publication of notice of 
filing thereof. These rule changes will promote com- 
petition by allowing PSE members to trade in the OTC 
market 1) those securities which are admitted to un- 
listed trading on the PSE pursuant to Section 
12(f)(1)(c) of the Act and, 2) in certain instances, those 
securities which are solely listed on PSE and in which 
the issuer has applied to withdraw from listing. This 
latter provision will currently apply to the common 
stock of Pacific Resources, Inc. (“PRI”), which has 
applied for delisting from the PSE and for which the 
PSE has applied for unlisted trading privileges. 


IT 1S THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the proposed rule change 
referenced above be, and it hereby is, approved. 


For the Commission by the division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 136567/ June 22, 1977 


In the Matter of 
PACIFIC RESOURCES, INC. 


Common stock, no par value 
File No. 1-6884 


Securities Exchange Act of 1934 
Section 12(d) and 17(a) 


ORDER GRANTING APPLICATION TO WITHDRAW 
FROM LISTING AND REGISTRATION SUBJECT TO 
CERTAIN TERMS AND EXEMPTING: CERTAIN 
PERSONS AND SECURITIES FROM THE PRO- 
VISIONS OF RULE 17a-15. 
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On April 1, 1977 the Securities and Exchange 
Commission published notice that Pacific Resources, 
Inc. (‘‘PRI’’) had filed an application with the Com- 
mission pursuant to Section 12(d of the Securities Ex- 
change Act of 1934 (the ‘‘Act’’) and Rule 12d2-2(d) 
thereunder to withdraw PRI’s common stock from 
listing and registration on the Pacific Stock Exchange 
(‘‘PSE’’)! PRI’s stated reason for the application is 
that it believes the interests of its shareholders will be 
better served if the common stock were traded in the 
over-the-counter (‘‘OTC’’) market and quoted through 
the NASDAQ system. PRI also stated that its board 
has concluded that OTC trading will provide greater 
market depth and liquidity, greater exposure of the 
common stock to generally available quotations and 
facilitate the trading participation of market-makers in 
national brokerage firms. 


By letter dated April 13, 1977, the PSE filed a written 
submission requesting that a hearing be held if we 
were disposed to permit the delisting to become 
effective prior to our resolution of a pending applica- 
tion of that exchange for a grant of unlisted trading 
privileges in PRI common stock under Section 
12(f)(1)(C) of the Act? PSE argues that investors would 
be disadvantaged if PRI were to be delisted at that 
earlier time and urges us not to grant the delisting 
prior to the PSE’s obtaining unlisted trading privileges 
in PRI stock. Since the issuer’s application for de- 
listing appears to be in compliance with the rules of 
the exchange—a conclusion not disputed by the 
exchange—we are prepared to grant it? Section 12(d) 





1Securities Exchange Act of 1934 Release No. 13422 
(April 1, 1977); 42 FR 18470 (April 7, 1977). The PRI ap- 
plication was received by the Commission on March 24, 
1977. 


2 The PSE filed its application for unlisted trading privileges 
on March 25, 1977. The impetus for PSE’s application for 
unlisted trading was PRI's request to delist its securities 
from the PSE. Absent a grant of unlisted trading privileges, 
PSE members would be unable to continue trading in PRI 
on the PSE after its delisting. The PSE application for un- 
listed trading privileges is currently the subject of a hear- 
ing ordered by the Commission. (Securities Exchange Act 
of 1934 Release No. 13658, (June 22, 1977)). 


3Rule 12d2-2(d) (17 CFR §240.12d2-2(d)) provides that 


“The issuer of a security listed and registered on a national 
securities exchange may file an application to withdraw 
such security from listing and registration on such exchange 
in accordance with the rules of such exchange. Notice of 
the filing of such an application shall be published by the 
Commission in the Federal Register, and such notice shall 
provide that any interested person may, on or before a date 
specified, submit to the commission in writing, all facts 
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of the Act, however, provides that we may, in granting 
a delisting application, prescribe such ‘‘terms’’ as we 
find are necessary for the protection of investors’ 


In this regard, PSE points to the possibility that a tem- 
porary disruption in trading of PRI stock on the PSE 
might result if we grant the delisting application now, 
before acting on its unlisted trading application. The 
PSE believes that there would be significant disadvan- 
tages to investors, which would not be present if there 
were no likelihood that PRI stock might continue 
trading on PSE after delisting or if the securities were 
registered on another national securities exchange. 
We have concluded that several of PSE’s objections 
present an appropriate case for an exercise of our 
authority to impose terms upon the proposed delisting: 


1. Asa ‘‘registered’’ security, PRI common stock has 
been a marginable security pursuant to Federal 
Reserve Board Regulations.°Although there are indica- 





bearing upon whether the application to withdraw the 
security from listing and registration has been made in 
accordance with the rules of the exchange and what terms 
should be imposed by the Commission for the protection of 
investors. An order disposing of the matter will be issued by 
the Commission on the basis of the application and any 
other information furnished to the Commission unless prior 
thereto the Commission orders a hearing on the matter.” 


*This provision has been viewed as a grant of broad dis- 
cretion to the Commission to determine which terms are 
appropriate on a case-by-case basis. Under that authority 
the Commission has, in the past, delayed the effectiveness 
of delistings (where found appropriate). See, for example, 
Texas Hydro-Electric Corporation, 26 SEC 27, 28 (1947): 
and Shawmut Association, 15 SEC 1028, 1035-36 (1944) 
aff'd sub nom., Shawmut Association v. SEC, 146 F.2d 
791 (1st Cir. 1945). In affirming the Commission's action 
in the latter case, Judge Wyzanski, speaking for the Court, 
noted that: 


“the Commission has wide discretion in the choice of what 
‘terms’ it shall impose for the protection of investors and 
ordinarily a court should not undertake to substitute its 
judgment of what would be appropriate terms for the 
administrative judgment.” 


5Section 220.2(f) of Federal Reserve Board Regulation T 
(12 CFR 220.2(f)), which governs the extension of credit 
by brokers and dealers, defines ‘‘margin security” as “any 
registered security or OTC margin stock” and paragraph (d) 
of that Section states that “registered security’’means, 
among other things, ‘‘any security which (1) is registered on 
a national securities exchange; or (2) in consequence of its 
having unlisted trading privileges on a national securities ex- 
change is deemed, under the provisions of section 12(f) of 
the Act (15 U.S.C. 781), to be registered on a national 


tions that PRI common stock will qualify for inclusion 
on the Board’s list of marginablé OTC securities,® 
under current Board procedures a time lag of approxi- 
mately six months after delisting would probably occur 
before the Board’s list of marginable OTC securities 
would be revised to include PRI common stock. In the 
meantime, PRI common stock would not be margin- 
able, and this temporary lack of marginability could 
result in adjustments and readjustments in customer 
accounts of broker-dealers, banks and other persons. 
Also, if PRI stock is thereafter admitted to unlisted 
trading on any national securities exchange, margin- 
ability would automatically reattach.’This ‘‘on and 
off’’ status of margin requirements could be confusing 
to brokers, dealers and investors. 


2. A temporary disruption in trading in PRI stock on 
the PSE would also result in a lessening of potential 
competition among dealers and between exchange 
markets and markets other than exchange markets 
during any interim period after delisting but before 
unlisted trading privileges are (if at all) granted.® 


In considering whether it is necessary to impose terms 
upon the delisting of PRI stock, we note that PSE has 
taken steps to lessen the burdens on competition 
among dealers and between markets. In particular, the 
PSE has amended its rules to permit its members to 
engage freely in trading PRI stock in the OTC market, 
thus fostering a competitive environment. PSE 





securities exchange; . . . Similar definitions are used in 
Regulation U (12 CFR 221.3(v)), governing the exten- 
sion of credit by banks for the purpose of purchasing or 
carrying margin stocks, and Regulation G (12 CFR 
207.2(d)), governing securities credit by persons other than 
banks, brokers or dealers. 


® As noted above, the Board's definitions of “‘margin secu- 
rity” include ‘OTC margin stock.”” The Board periodically 
revises its ‘List of OTC Margin Stocks’ pursuant to Section 
207.2(f) of Regulation G (12 CFR 207.2(f)) and Section 
221.3(d) of Regulation U (12 CFR 221. 3(d)). 


7 A security which is admitted to unlisted trading privileges 
is deemed to be registered by Section 12(f)(6) of the Act. 


8Section 11A(a)(1)(C) of the Act states that: 


“It is in the public interest and appropriate for the pro- 
tection of investors and the maintenance of fair and orderly 
markets to assure — 


* ee 


(ii) fair competition among brokers and dealers, among ex- 
change markets, and between exchange markets and mar- 
kets other than exchange markets; .. . ”’ 
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members will be permitted to trade off-board as prin- 
cipal in 1) OTC securities admitted to unlisted trading? 
and 2) securities solely-listed on the PSE whenever 
such securities become the subject of a delisting appli- 
cation by the issuer and the exchange has applied for 
unlisted trading privileges with respect to such secur- 
ities pursuant to Section 12(f)(1)(C) of the Act.’°lf the 
PRI delisting application were made effective at this 
time, continued trading in PRI stock on the PSE would 
be interrupted and competition by market makers on 
the PSE floor would be restricted, although a pos- 
sibility exists that such interruption would only be 
temporary. Further, we note that, as described above, 
a temporary disruption in the PSE market in PRI stock 
poses other disadvantages to current and potential 
investors in the security. We therefore find that it is 
necessary for the protection of investors to permit 
continued trading in PRI common stock on the PSE 
until such time as we have had a reasonable opportun- 
ity to act on the unlisted trading privileges application." 


PRI is currently an ‘‘eligible security’’ within the 
meaning of the joint industry plan governing the con- 
solidated transaction reporting system (the ‘‘con- 
solidated system’’)'2As a result, so long as PRI is 


traded on the PSE, all transactions in that stock must, 


absent an exemption from Rule 17a-15, be reported on 
a current basis in the consolidated system, whether 
they take place on the PSE or over the counter.'* 


Rule 17a-15 provides that 


“*[t]he Commission may exempt from the provisions of 
[Rule 17a-15], either unconditionally or on specified 





9SR-PSE-76-17 and 77-14. We approved SR-PSE-77-14 by 
Securities Exchange Act Release No. 13656, June 22, 1977. 


10SR-PSE-77-14. 


‘1 In view of the foregoing and our disposition of the PSE 
request respecting the timing of the delisting, we have con- 
cluded that further hearings in this matter would serve no 
useful purpose. 


12See “Plan submitted pursuant to Rule 17a-15 of the 
Securities and Exchange Commission under Securities Ex- 
change Act of 1934” (the ‘‘CTA Plan’’), Section VI. 


'3Rule 17a-15(a) (17 CFR 240.17a-15(a)); CTA Plan, 
Section VII. Section VIi(c) of the CTA Plan provides, how- 
ever, that if during a twelve month period less than 25 per- 
cent of the transactions in a security effected in the United 
States through brokers and dealers have been executed on 
a national securities exchange, such security shall cease to 
be an “‘eligible security.” 
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terms and conditions, any exchange, association, 
broker, dealer . . . or specified type of security if the 
Commission determines that it is not necessary in the 
public interest or for the protection of investors that 
such exchange, association, broker, dealer . . . or type 
of security be subject to the provisions of the [Rule].’" 


We have not yet determined whether or not to grant 
the application of the PSE for unlisted trading privil- 
eges in PRI common stock once the delisting 
application is effective. Therefore, there will be uncer- 
tainty for the time being as to whether real-time 
reporting in PRI stock will be required as a general 
matter (since if the unlisted trading privileges appli- 
cation of the PSE is denied, PRI will be traded solely 
over-the-counter and, therefore, will not be subject to 
current reporting under Rule 17a-15).'°In light of these 
considerations, we do not believe it is necessary in the 
public interest or for the protection on investors to re- 
quire members of the PSE (who will be permitted to 
enter into transactions in the over-the-counter market 
in PRI common stock as a result of the action taken 
today) and other brokers and dealers to develop and 
implement reporting procedures for this single 
security for the short time frame between our action 
today and the time we make a determination as to the 
PSE’s application for unlisted trading privileges. 
Accordingly, we have determined to, and hereby, 
exempt, until such time as the Commission makes a 
determination with respect to the PSE’s application for 
unlisted trading privileges in PRI common or until the 
expiration of the 120 day period referred to below, 
whichever is earlier, the NASD, and all brokers and 
dealers from the requirements of Rule 17a-15 relating 
to last sale reports of over-the-counter transactions in 
the common stock of PRI.'® 


We wish to emphasize that the granting of an 
exemption from the reporting requirements of Rule 
17a-15 in this situation does not represent any change 
in the Commission’s view (reflected in that Rule) that 





14 Rule 17a-15(h) [17 CFR 240.17a-15(h)]. 


'S See Rule 17a-15(a); CTA Plan Section VI and VII; al- 
though real-time reporting for over-the-counter stocks 
is not currently required, the Commission is continuing 
to study whether, under some circumstances (e.g., where 
the over-the-counter stock underlies standardized put and 
call options issued by the Options Clearing Corporation), 
such reporting may be necessary in the public interest or 
for the protection of investors. 


'© This exemption does not prohibit those persons individ- 
ually from voluntarily complying with Rule 17a-15 so long 
as such broker or dealer complies with the Rule in a uni- 
form manner. 
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real-time reporting of eligible exchange-traded 
securities is important to the protection of investors 
and is an integral element of a national market 
system. Our action with respect to PRI common stock 
represents a response to a temporary and highly 
unusual situation and should not be considered as an 
indication of posible Commission actions with respect 
to reporting of transactions under other circumstances. 


Further, we hereby prescribe, as a term of removal 
from listing and registration, that such delisting will 
become effective at the time of our determination with 
respect to the PSE’s application for unlisted trading 
privileges in PRI common stock, but in no event later 
than 120 days from the date of this order. 


Having considered the facts stated in the application, 
and having due regard for the public interest and pro- 
tection of investors; 


IT 1S ORDERED that said application be, and it 
hereby is, granted, subject to the aforementioned 
terms. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13658/ June 22, 1977 


In the Matter of 


APPLICATION FOR UNLISTED TRADING PRIVILEGES 
IN COMMON STOCK OF: 


PACIFIC RESOURCES, INC. 
(File No. 7-4933) 


BY 


THE PACIFIC STOCK EXCHANGE, INCORPORATED 


ORDER DIRECTING A HEARING 
|. Application for Unlisted Trading Privileges 


On March 23, 1977, Pacific Resources, Inc. (‘‘PRI’’) 
filed an application to withdraw its common stock from 
listing and registration on the Pacific Stock Exchange, 
Incorporated (‘‘PSE’’). If the Commission determined, 


as it has,'to grant that application, PSE members 
would be unable to continue trading in the stock on the 
PSE, absent a grant, under Section 12(f)(1)(C) of the 
Securities Exchange Act of 1934 (the ‘‘Act’’), of un- 
listed trading privileges upon the effectiveness of the 
delisting. For that reason, on March 25, 1977, the PSE 
filed an application for unlisted trading privileges in 
the common stock of PRI. The National Association of 
Securities Dealers (‘‘NASD’’) filed a written submis- 
sion dated April 22, 1977, in which it requested a 
hearing on the PSE application. In addition, submis- 
sions were received from PRI and potential over-the- 
counter (‘‘OTC’’) market-makers in the stock in 
opposition to the application. 


ll. Statutory Provisions 


The 1975 Amendments added new Section 12(f)(1)(C) 
to the Act, permitting exchanges to obtain, upon 
standards also newly set forth in Section 12(f)(2) of the 
Act, unlisted trading privileges in securities traded 
solely over-the-counter. Section 12(f)(2) provides that 
no application for unlisted trading privileges ‘‘shall be 
approved unless the Commission finds, after notice 
and opportunity for hearing, that the extension of un- 
listed trading privileges pursuant to such application is 
consistent with the maintenance of fair and orderly 
markets and the protection of investors.’’ As noted 
above, the NASD requested a hearing pursuant to 
Section 12(f)(2). 


In considering an application for the extension of un- 
listed trading privileges to a securtiy not listed and 
registered on a national securities exchange, Section 
12(f)(2) requires that: 


‘* .. the Commission shall, among other matters, 
take account of the public trading activity in such 
security, the character of such trading, the impact of 
such extension on the existing markets for such 
securities, and the desirability of removing impedi- 
ments to and the progress that has been made toward 
the development of a national market system and shall 
not grant any such application if any rule of the 
national securities exchange making application under 
this subsection would unreasonably impair the ability 
of any dealer to solicit or effect transactions in such 
security for his own account, or would unreasonably 
restict competition among dealers in such security or 
between such dealers acting in the capacity of market- 
makers who are specialists and such dealers who are 
not specialists.’’ 





1See, Securities Exchange Act of 1934 Release No. 13657, 
June 22, 1977 (“Order Granting [PRI] Application to 
Strike From Listing and Registration [on PSE] Subjects to 
Certain Terms and Exempting Certain Persons and Securi- 
ties from the Provisions of Rule 17a-15”). 
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lll. Issues to be Addressed in a Hearing 


Submissions with respect to the PSE application 
question whether sufficient progress has been made 
toward the development of a national market system to 
support the granting of unlisted trading privileges in 
PRI stock.2While the statute requires the Commission 
to take account of that progress, it does not spell out 
what developments would be sufficient to support a 
grant of unlisted trading privileges in any particular 
instance. It appears from Section 12(f)(2) and its 
legislative history that the Congressional intent was 
for the Commission to assure itself that such progress 
had been made so that the grant of an unlisted trading 
application in an OTC security would not decrease 
competition in the markets for the security” 


The PSE has amended its rule*which imposes restric- 
tions on members’ off-board trading to exempt OTC 
securities admitted to unlisted trading from the 
applicability of that rule. Interested persons should 
thus address whether such exemption by the applicant 
exchange constitutes sufficient progress within the 
context of current developments toward a_ national 
market system for the Commission to grant the PSE 
application. This issue has several related subissues: 





2With respect to the amendment of Section 12(f)(2), the 
Senate Report (Senate Committee on Banking, Housing and 
Urban Development, S. Rep. No. 94-75, 94th Cong., 1st 
Sess. 20 (1975)) stated that: 


“the approach to unlisted trading in S.249 would be an im- 
portant step toward a national market system in which in- 
vestors obtain the benefits and protections of both the 
‘auction’ and ‘dealer’ systems to the extent each is appro- 
priate under the circumstances to any particular security.” 


3Conference Report to Accompany S.249, H.R. Report 
No. 94-229, 94th Cong., 1st Sess. 95 (1975). The House ac- 
cepted the Senate version of Section 12(f) with an amend- 
ment to make clear that unlisted trading privileges may not 
be granted if the effect would be to restrict rather than in- 
crease competition. In that regard the Senate Report stated 
at 20 that: 


“[u] ntil substantial progress has been made toward the de- 
velopment of such a national market system, the ability of 
an exchange to commence unlisted trading in an OTC secu- 
rity might well decrease rather than increase competition. 
This result would be directly contrary to the Committee's 
intention, and therfore Section 12(f)(2) directs the SEC to 
consider carefully the progress that has been made toward 
the development of a national market system. 


*PSE Rule XIII, Section 4; See Securities Exchange Act 
Release No. 13656, June 22, 1977. 
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1) If the Commission approves unlisted exchange 
trading under circumstances currently in effect on 
PSE, exchange specialists would be permitted to 
compete in a wide range of OTC securities, while 
member OTC dealers would be unable to compete (in 
principal trading) in exchange-traded securities to 
which the off-board restrictions continued to apply. To 
what extent, if any, does this reflect insufficient pro- 
gress toward a national market system under Section 
12(f)(2)? A further question in this regard is whether 
Commission approval of the unlisted trading 
application would foster unfair discrimination among 
dealers in contravention of Section 6(b)(5) of the Act. 


2) The NASD also questions whether a sufficient 
unity of the so-called auction and dealer markets has 
occurred to enable broker-dealers, if the PSE applica- 
tion is granted, to seek best execution in a manner 
consistent with their agency duties and NASD rules 
which require members to use ‘‘reasonable diligence 
to ascertain the best inter-dealer market for the sub- 
ject security and buy or sell in such market so that the 
resultant price to the customer is as favorable as 
possible under existing market conditions.”> The 
NASD indicates that although exchange members 
would be able to respond directly, as brokers or 
dealers, to quotes in NASDAQ, integrated OTC 
market-makers and other brokers who are not exchange 
members would not be able to respond to quotes from 
the PSE floor without going through a member firm. 
Thus, another aspect of this initial issue is whether 
there is a lack of adequate direct communications 
capability and, if so, whether it constitutes a barrier of 
such magnitude that Commission approval of this 
application would inhibit, rather than promote, 
competition contrary to the objectives of the develop- 
ment of a national market system. 


A second overall issue is the role of last sale trans- 
action reporting with respect to the subject securities. 
The characteristics of this security are such that trans- 
actions in PRI common stock would continue to qualify 
for reporting on Network B of the consolidated tape if 
exchange trading were permitted® (Transactions in 
PRI are currently required to be reported on Network 
B, but, in fact, virtually no OTC trading in PRI 
occurs.) Last sale reporting also raises several sub- 
issues. 











°NASD Rules of Fair Practice, Art. III, Sec. 1, Interpreta- 
tion .03; ‘Execution of Retail Transactions in the Over-the- 
Counter Market,” Para. 2151. 


© See, ‘Plan submitted pursuant to Rule 17a-15 of the Secu- 
rities and Exchange Commission under Securities Exchange 
Act of 1934” (the “CTA Plan’’). The Commission declared 
the plan effective by Securities Exchange Act Release No. 
10787 (May 10, 1974). 
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1) The submission by the NASD questions whether 
the requirement of such real-time reporting of trans- 
actions will impose an unfair burden on OTC market- 
makers. The NASD submission asserts that that obli- 
gation imposed upon OTC market-makers will dis- 
courage market making interest and, as a conse- 
quence, reduce market liquidity in the subject securi- 
ties. 


2) The NASD questions whether reporting on 
Network B will be meaningful in light of the differing 
broker-dealer pricing policies (mark-up vs. commis- 
sion)’prevalent in the exchange and OTC markets. 


3) Finally, it is possible that PRI securities may not 
continue to be eligible for listing on the consolidated 
tape after the first year if less than 25 percent of the 
transactions in such securities during that year take 
place on a national securities exchange.*In that event 
the only last sale information that would be available 
would be that which would appear on the exchange 
ticker.2 


In light of these questions concerning the appropriate- 
ness of last sale reporting on Network B in the subject 





71In the OTC market, if a broker-dealer buys or sells for his 
own account in a transaction with its retail customer (a 
principal transaction), it may adjust the price to the cus- 
tomer to include remuneration to the broker-dealer (a 
mark-up). The consolidated tape would reflect this marked- 
up price. Orders of this kind executed on an exchange and 
agency orders executed in the OTC market generally would 
reflect the current market price for the security, and the 
broker’s remuneration would be the commission charged 
for handling and executing that order. Such commission 
would not be reflected in the price reported on the trans- 
action tape. 


8Section VI(c) (C) of the CTA Plan provides that a security 
ceases to be an Eligible Security whenever: 


“during the immediately preceding twelve-month period 
less than 25% of the transactions in that security effected in 
the United States through brokers or dealers have been ex- 
ecuted on national securities exchanges (in the aggregate), 
provided however that this standard shall not apply to 
Eligible Securities which have been listed for less than 
twelve months...” 


° In respect of its application for unlisted trading privileges 
in PRI stock, however, PSE asserts that, in general, it is in 
the interests of investors (who are accustomed to last sale 
reporting in PRI stock) to make last sale transaction prices 


available in securities admitted to trading under Section - 


12(f)(1)(C) and that consolidated last sale reporting consti- 
tutes a significant element of progress toward development 
of a national market system. 


securities, interested parties should address whether 
such reporting in these securities is consistent with 
continued progress toward a national market system. 


ACCORDINGLY, IT IS HEREBY ORDERED, pursuant 
to the provisions of Section 12(f)(2) of the Act, that a 
hearing shall be held according to the following pro- 
cedure. Interested persons are invited to submit 
written data, views and arguments concerning the 
foregoing issues and any other relevant matters. 
Persons desiring to make written submissions should 
file six (6) copies thereof with the Secretary of the 
Commission, Securities and Exchange Commission, 
500 North Capitol Street, Washington, D.C. All sub- 
missions should refer to the file number referenced in 
the caption above and should be submitted on or 
before July 29, 1977. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Rel. No. 13659/ June 22, 1977 


PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Rel. No. 20088/June 22, 1977 


INVESTMENT COMPANY ACT OF 1940 
Rel. No. 9822/ June 22, 1977 


STOCK APPRECIATION RIGHTS 
AGENCY: Securities and Exchange Commission. 
ACTION: Final Rule. 


SUMMARY: The Commission is amending the rule 
which exempts certain acquisitions of securities from 
the law allowing an issuer to recover the profits made 
by its insiders on short-term securities transactions. 
Henceforth, the exemption provided by the rule for 
cash settlements of stock appreciation rights will not 
be available unless all exercises of such rights for cash 
(other than those exercises occurring on certain fixed 
or automatic maturity dates) are made during a speci- 
fied ten-day period each quarter following the release 
of financial information by the issuer. The amend- 
ments are intended to further reduce the possibility of 
misuse of confidential information by corporate in- 
siders in connection with transactions that are exempt 
under the rule. 
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EFFECTIVE DATE: June 30, 1977. 


FOR FURTHER INFORMATION CONTACT: Peter J. 
Romeo, Divison of Corporation Finance, Securities and 
Exchange Commission, Washington, D.C. 20549, (202) 
755-1240. 


SUPPLEMENTARY INFORMATION: The Commission 
today announced the adoption of amendments to para- 
graphs (e)(2) and (e)(3) of Rule 16b-3 [17 CFR 
240.16b-3] under the Securities Exchange Act of 1934 
(‘‘Exchange Act’’) [15 U.S.C. 77a et seq., as amended 
by Publ. L. No. 94-29 (June 4, 1975)] by Publ. L. No. 
94-29 (June 4, 1975(]. Rule 16b-3 relates to Section 
16(b) of the Exchange Act and corresponding pro- 
visions of the Public Utility Holding Company Act of 
1935 [15 U.S.C.79a et seq., as amended by Pub. L. No. 
94-29 (June 4, 1975)] and the Investment Company Act 
of 1940 [15 U.S.C. 80a-1 et seq., as amended by Pub. L. 
No. 94-29 (June 4, 1975(]. 


Section 16(b) is designed to prevent insiders from un- 
fairly using confidential information to profit from 
short-term trading in an issuer’s securities. The 
section is applicable to every person who beneficially 
owns, directly or indirectly, more than 10 percent of 
any class of equity security which is registered under 
Section 12 of the Exchange Act, or who is a director or 
officer of the issuer of any such security. Section 16(b) 
states in general that any profit realized by such 
insiders from any purchase and sale, or any sale and 
purchase, of any equity security of such issuer within 
any period of less than six months shall inure to and be 
recoverable by the issuer. It further provides the 
Commission with the authority to exempt by rule any 
transaction not comprehended within that section. 
Rule 16b-3 was adopted by the Commission pursuant 
to that ‘authority in order to exempt cerain acquisitions 
of securities from the consequences of Section 16(b). 


BACKGROUND 


On December 22, 1976 the Commission published 
Release No. 34-13097 [42 FR 754] announcing the 
adoption of certain amendments to Rule 16b-3. The 
amendments were intended primarily to provide a 
‘safe harbor’’ from the short-swing profit recovery 
provisions of Section 16(b) for certain transactions 
involving stock appreciation rights (‘‘SARs’’). The 
Commission indicated at the time that the amend- 
ments would become effective on June 30, 1977, 
although they could be relied upon prior to that date if 
affected persons could comply with their require- 
ments. 


Subsequent to the adoption of the amendments refer- 
red to above, the Commission became aware of the 
need to modify them in certain respects. Accordingly, 
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on March 17, 1977 the Commission published for 
comment in Release No. 34-13385 [42 FR 15921] cer- 
tain proposed changes to them. In essence, the 
changes were intended to reflect the Commission’s 
view that the conditions of paragraph (e)(3) of the rule 
should be applicable to the exercise of SARs. 


The Commission received many helpful comments 
from the public in connection with the proposed 
changes and has given careful consideration to them in 
formulating the final revisions. In addition, the 
Commission has determined, in response to the 
requests of some commentators, to include in this 
release responses to certain interpretative problems 
that have arisen in connection with the amendment 
relating to SARs. 


EXERCISES OF STOCK APPRECIATION RIGHTS 


In its initially adopted form, paragraph (e)(3) of Rule 
16b-3 provided, among other things, that any election 
by a participant in an SAR plan to receive cash in full 
or partial settlement of a stock appreciation right had 
to satisfy two conditions if the exemption provided by 
the rule were to be available: (1) the election had to be 
made during a specified ten-day ‘‘window’’ period 
each quarter commencing shortly after the release of 
financial data by the issuer; and (2) the election had to 
be approved by the administrators of the plan. In 
formulating that paragraph, the Commission had in- 
tended that the two conditions noted above be appli- 
cable not only to the election by a participant to re- 
ceive cash in settlement of his stock appreciation right, 
but also to his exercise of that right. The paragraph, 
however, was silent as to its applicability to exercises 
of SARs, with the result that it reasonably could be 
construed not be applicable thereto. 


In order to implement its original intention, the 
Commission proposed to amend paragraph (e)(3) to 
provide specifically that exercises of SARs are subject 
to the conditions of that paragraph. The Commission 
took this action because it believed that the conditions 
of the paragraph would have little purpose insofar as 
preventing the misuse of inside information was con- 
cerned unless they also were deemed applicable to 
exercises of SARs. 


Several commentators expressed doubt as to 
whether it was necessary or appropriate to require all 
exercises of stock appreciation rights for cash to be 
approved by the plan administrators. Among other 
things, these persons stated that: (1) such a condition 
would place a considerable burden on participants and 
administrators without adding very much to the other 
protections of the rule, which appear adequate to 
prevent the misuse of inside information in connection 
with SARs; (2) it would SARs unattractive and perhaps 
render them useless as a form of executive 
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compensation, due to the fact that other forms of such 
compensation (e.g., stock options) generally do not 
require approval for their exercise; and (3) it could 
create uncertainty in financial planning by partici- 
pants, since they would be unsure whether their exer- 


cises of SARs would be effective on the dates they 
desired. 


In light of the foregoing comments, the Commission 
has reconsidered the impact of the proposed require- 
ment discussed above and concluded that the benefits 
which might accrue from it would not exceed its poten- 
tial adverse consequences. Accordingly, it has deleted 
from the revised rule proposed paragraph (e)(3)(iv) 
thereof, which would have incorporated the require- 
ment into the rule. 


Although exercises of stock appreciation rights for 
cash will not be subject to the approval of others, the 
Commission has determined that they should never- 
theless be subject to the ten-day window period 
requirement. The Commission’s view in this regard is 
based on its belief that the window period is the most 
effective means available for preventing the misuse of 
confidential information by insiders without unduly 
burdening those involved in an SAR _ plan. 
Accordingly, paragraph (e)(3)(iii) of the revised rule 
specifically provides that such exercises must be made 
during the window period. 


EXCEPTION FOR FIXED OR AUTOMATIC 
MATURITY DATES 


A number of persons who commented on the proposed 
amendments expressed concern that they might have 
the effect of destroying the 16b-3 exemption for many 
stock appreciation rights that have fixed or automatic 
maturity dates. For example, some SAR plans provide 
that stock appreciation rights issued thereunder may 
be exercised only on the dates that related stock 
options expire. In those circumstances where the 
options do not expire on dates that fall within a 
window period, it would not be possible to comply with 
the window period requirement, with the result that 
the 16b-3 exemption would be rendered unavailable. 


The commentators referred to above pointed out that 
fixed or automatic maturity dates generally are set 
well in advance (one to five years in many cases) and 
are beyond the control of the participant. Thus, they 
provide little or no opportunity for an insider to misuse 
confidential information. Accordingly, these commen- 
tators expressed the opinion that some relief from the 
window period requirement should be provided for 
SARs that are exercisable on such dates. 


The Commission agrees generally with the views 
described above. As a result, it has added at the end 
of paragraph (e)(3)(iii) of the revised rule a sentence 


which provides that exercises of SARs which occur on 
fixed or automatic maturity dates shall not be subject 
to the window period requirement if the date of 
exercise is at least six months beyond the date of grant 
of the SAR and is outside the control of the 
participant. 


OTHER REVISIONS 


In addition to the changes already discussed, the 
Commission has amended paragraph (e) of Rule 16b-3 
in certain other respects. The first of these changes 
involves paragraph (e)(3)(iii). That provision has been 
revised to make it clear that the window period 
requirement is applicable both to elections by a parti- 
cipant ‘‘to receive cash’’ in full or partial settlement of 
his stock appreciation right and to exercises of rights 
‘for such cash,’’ but not to elections and exercises 
that involve stock or other securities only. This change 
has been made in order to dispel the concern of some 
commentators that the broad language used in the 
proposed version of (e)(3)(iii) (particularly the 
references therein to ‘‘any’’ election as to the form of 
payment and ‘‘any’’ exercise of an SAR) reflected an 
intention on the Commission’s part to subject all 
settlements of SARs, including those involving stock 
only, to the window period and other requirements of 
paragraph (e). As noted subsequently in this release, 
the Commission never has intended to apply the 
conditions of paragraph (e) to settlements of SARs that 
involve stock only, inasmuch as the exemption 
provided by that paragraph is not available for the 
receipt of stock upon such settlements under any cir- 
cumstances. Thus, since the exemption is not available 
for stock settlements, there is no need to comply with 
its conditions, and the revisions to paragraph (e)(3) (iii) 
are intended to make this clear. 


A second change which has been made involves 
paragraph (e)(2) of the rule. As initially adopted, that 
paragraph provided that ‘‘[nJeither the stock apprecia- 
tion right nor any related stock option shall be 
exercisable during the first six months of its term 
...’’ Several commentators noted that the above 
language implied that all SARs and related options 
had to contain a specific prohibition against their 
being exercised for the first six months of their terms. 
They pointed out that it is not possible to include such 
a prohibition in options and SARs granted prior to the 
adoption of paragraph (e)(2) in December 1976, and 
that the requirement therefore has an unwarranted ex 
post facto effect in such circumstances. Moreover, 
they stated that no real purpose would seem to be 
served by requiring a specific prohibition in the option 
or SAR itself. Instead, it should be sufficient that the 
option or SAR simply not have been exercised for six 
months. Since the Commission believes there is merit 
to the above views, it has revised paragraph (e)(2) so 
that it now reads that ‘‘[nJeither the stock appreciation 
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right nor any related stock option shail have been 
exercised during the first six months of their respec- 
tive terms ...”’ 


INTERPRETATIVE MATTERS 


In reviewing the various comment letters on the pro- 
posed amendments, the Commisison has become 
aware of the need to provide guidance to the public on 
certain recurring interpretative questions that have 
arisen in connection with the amendments. These 
interpretative problems and the Commission’s views 
thereon are set forth below. 


1. Applicability of Rule 16b-3[3] to Non-Insiders. 
Several commentators indicated that they were unsure 
whether the conditions of paragraph (e) of Rule 16b-3 
must be complied with by persons who are not 
insiders within the meaning of Section 16(b). Because 
the introductory paragraph of Rule 16b-3 expressly 
indicates that the exemption provided by the rule is 
available only for transactions involving an issuer’s 
officers and directors, the Commission believes it is 
clear that the requirements of paragraph (e) need not 
be complied with by non-insiders who participate in an 
SAR plan. Thus, a plan which is bifurcated in its treat- 
ment of insiders and non-insiders will be in 
compliance with Rule 16b-3 as long as all cash 
settlements of SARs involving officers and directors 
satisfy the applicable conditions of the rule. 


2. Applicability of Rule 16b-3[e] to Non-Cash 
Settlements of SARs. As previously noted herein, 
some commentators were concerned that the Com- 
mission intended to subject all settlements of stock 
appreciation rights, included those involving securities 
only, to the requirements of paragraph (e) of the rule. 
In this regard, the Commission had thought it was 
clear from the caption to paragraph (e), which reads 
“Cash Settlements of Stock Apreciation Rights,” that 
non-cash settlements of SARs were not exempt 
under the paragraph and therefore not subject to its 
conditions. Moreover, paragraph (e)(5) of the rule 
specifically states that ‘‘[nJothing in this paragraph (e) 
provides an exemption from Section 16(b) for the 
acquisition of stock upon the exercise of a stock appre- 
ciation right . . .”’ However, in order to resolve any 
continuing doubt in this area, the Commission wishes 
to state that the conditions of paragraph (e) are 
applicable only when the settlement of a stock appre- 
ciation right involves the payment of cash to, or on 
behalf of, an officer or director of the issuer. 


In connection with the foregoing, one commentator 
inquired whether the 16b-3 exemption would be 
available for a transaction in which a participant 
exercises several SARs and elects to receive cash for 
some rights and securities for others. The Commis- 
sion’s view in this regard is that those exercises of 
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SARs involving cash can be made in reliance upon the 
exemption provided by the rule if all of its conditions 
are satisfied, but that any stock acquired upon the 
exercise of such SARs involves a purchase of securities 
for which the exemption is unavailable. Those exer- 
cises of SARs that involve stock only need not comply 
with the rule, since it does not provide an exemption 
for the acquisition of stock upon such exercises. 


3. Inclusion of the Conditions of Rule 16b-3[e] in the 
Plan Document. Some commentators questioned 
whether Rule 16b-3 requires that the conditions of 
paragraph (e) thereof be specifically set forth in the 
written document describing the SAR plan. In this 


regard, it is the Commission’s view that while it is 


preferable to incorporate the conditions of paragraph 
(e) into the plan document itself, Rule 16b-3 
(particularly paragraph (d)(1)(i) thereof) does not 
require that this be done. 


TEXT OF THE REVISIONS 
Rule 16b-3 is revised to read as follows: 


§240.16b-3 Exemption from section 16(b) of acquisi- 
tions of shares of stock and stock options and stock 
appreciation rights under certain stock incentive, stock 
option or similar plans. 


* * * * * 


(e) zeae 


(2) Limitation on the right and any related option. 
Neither the stock appreciation right nor any related 
stock option shall have been exercised during the first 
six months of their respective terms, except that this 
limitation shall not apply in the event death or 
disability of the grantee occurs prior to the expiration 
of the six-month period. 


(3) Administration of the Plan. 


(i) The plan shall be administered by either the board 
of directors, a majority of which are disinterested 
persons and a majority of the directors acting on plan 
matters are disinterested persons, or by a committee 
of three or more persons, all of whom are disinterested 
persons. 


(ii) The board or committee shall have sole discretion 
either 


(A) to determine the form in which payment of the 
right will be made (i.e., cash, securities, or any 
combination thereof) or 


(B) to consent to or disapprove the election of the 
participant to receive cash in full or partial settlement 
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of the right. Such consent or disapproval may be given 
at any time after the election to which it relates. 


(iii) Any election by the participant to receive cash in 
full or partial settlement of the stock appreciation 
right, as well as any exercise by him of his stock 
appreciation right for such cash, shall be made during 
the period beginning on the third business day 
following the date of release of the financial data 
specified in paragraph (e)(1)(ii) of this rule and ending 
on the twelfth business day following such date. This 
paragraph (e)(3)(iii), however, shall not apply to any 
exercise by the participant of a stock appreciation right 
for cash where the date of exercise: 


(A) is automatic or fixed in advance under the plan; 


(B) is at least six months beyond the date of grant of 
the stock appreciation right; and 


(C) is outside the control of the participant. 


* * * * * 


[Secs. 16(b), 23(a), 48 Stat. 896, 901; sec. 203(a), 49 
Stat. 704; sec. 8, 49 Stat. 1379; sec. 18, 89 Stat. 155; 
15 U.S.C. 78p(b), 78w(a). Sec. 17(b), 20(a), 49 Stat. 
830, 833; 15 U.S.C. 79q(b), 79t(a). Secs. 30(f), 38, 54 
Stat. 836, 841; 15 U.S.C. 80a-29, 80a-37.] 


AUTHORITY 


The Commission has adopted the amendments to 
paragraphs (e)(2) and (e)(3) of Rule 16b-3 discussed 
herein pursuant to the Securities Exchange Act of 
1934, particularly Sections 16(b) and 23(a) thereof; the 
Public Utility Hoiding Company Act of 1935, particu- 
larly Sections 17(b) and 20(a) thereof; and the Invest- 
ment Company Act of 1940, particularly Sections 30(f) 
and 38 thereof. 


OPERATION OF THE AMENDMENTS 


The amendments to paragraphs (e)(2) and (e)(3) of 
Rule 16b-3 adopted today will become effective on 
June 30, 1977. This is the same date on which the 
amendments to the rule adopted on December 22, 
1976 will become fully effective. With respect to the 
prior amendments, it should be noted that some of 
them (specifically, those relating to paragraphs (e)(2) 
and (e)(3) of the rule) will be superseded by the 
amendments adopted today. 


In arriving at the effective date noted above, the 
Commission gave consideration to the views of some 
commentators that a grace period of considerable 
length should be permitted before the amendments 
become operative. Such persons appear to assume 
erroneously that issuers will have to engage in the 


time-consuming process of soliciting and receiving 
shareholder approval of any revisions to their SAR 
plans designed to conform to the requirements of the 
new amendments. In fact, approval by shareholders 
will not be required for revisions of that nature. In this 
regard, paragraph (a) of Rule 16b-3 states that the 
only types of amendments to existing plans that 
require shareholder approval are those that materially 
increase a plan’s benefits, or materially increase the 
number of securities issuable under a plan, or 
materially modify the eligibility requirements for a 
plan. Since the newly-adopted amendments to Rule 
16b-3 will not involve any of these matters, share- 
holder approval of conforming plan amendments will 
not be necessary. Accordingly, such revisions could be 
implemented immediately by the plan administrators, 
assuming they had the authority to do so. In any 
event, the Commission does not believe there is a 
sufficient basis for deferring the effectiveness of the 
new amendments beyond June 30. 


It should be noted that the amendments adopted today 
are not intended to operate retroactively. Accordingly, 
cash settlements of stock appreciation rights occuring 
during the period December 22, 1976 to June 29, 1977 
will not be affected by the new amendments. 


Finally, because the amendments adopted today 
generally represent a relaxation or clarification of 
amendments previously published for comment 
pursuant to the administrative Procedure Act (5 
U.S.C. 553), the Commission believes that none of 
them need to be republished for comment under the 
Act. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


June 22, 1977 
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ORDER EXTENDING THE PERIOD FOR PRESEN- 
TATION OF DATA, VIEWS AND ARGUMENTS IN 
CONJUNCTION WITH THE MAINTENANCE OF 
DISAPPROVAL PROCEEDINGS 


On March 14, 1977 the American Stock Exchange, Inc. 
(‘‘Amex’’) filed, pursuant to Section 19(b)(1) of the 
Securities Exchange Act of 1934 (the ‘‘Act’’), 15 
U.S.C. 78s(b)(1), and Rule 19b-4 thereunder, 17 CFR 
240.19b-4, a proposed rule change which would add 
Section 117 to Part 1 and Section 1003A to Part 10 of 
the Amex Company Guide. Section 117 sets forth 
alternate criteria for the original listing of common 
stock, and Section 1003A provides for the prospective 
application of certain delisting criteria with respect to 
issues which may be listed pursuant to the alternate 
criteria. Notice of the proposed changes together with 
the Amex’s statement of the basis and purpose thereof 
was published in the Federal Register on March 24, 
1977 (42 FR 15994). 


Proceedings to Determine Whether to Disapprove 
Proposed Amendments to Part 1 and Part 10 of the 
Amex Company Guide [SR-Amex-77-3] 


On May 13, 1977 the Commission issued an order 
(Release No. 13542) instituting proceedings under 
Section 19(b)(2) of the Act to determine whether 
proposed additions to Parts 1 and 10 of the Exchange’s 
Company Guide should be disapproved. The Com- 
mission deemed institution of such proceedings 
appropriate in view of the substantial legal and policy 
issues raised as a result of the above-mentioned rule 
change. Specifically, the Commission referred to 
Sections 6(b)(5) and 6(b)(8) of the Act as providing the 
grounds under consideration for disapproval. 


Procedure 


In the release which announced the institution of 
disapproval proceedings with regard to SR-Amex-77-3, 
the Commission provided an opportunity for the 
presentation of data, views and arguments in 
conjunction with these proceedings. Interested 
persons were invited to submit written data, views and 
arguments within 30 days from the date of the release, 
and parties wishing to respond to any other person’s 
submission were requested to file a written response 
within 45 days thereof. 


At the request of the Amex, the Commission has 
determined to provide an additional 30 days, from the 
issuance of the instant release, for interested persons 
to submit written data, views and arguments on this 
matter; parties who wish to respond to any other 
person’s submission should file a written response 
within 45 days hereof. Copies of SR-Amex-77-3 and of 
all submissions will be available for inspection at the 
Commission’s Public Reference Room, 1100 L Street, 
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N.W., Washington, D.C. Copies of the Amex’s 
submissions are also available at the principal office of 
the Amex. Persons desiring to make written state- 
ments should file six copies thereof with the Secretary 
of the Commission, Securities and Exchange Com- 
mission, 500 North Capito! Street, Washington, D.C. 
20549. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13661/June 23, 1977 


INVESTMENT COMPANY ACT OF 1940 
Release No. 9824/ June 23, 1977 


[File No. S7-654—Comment period ends August 10, 
1977] 


SECURITIES CONFIRMATIONS 
AGENCY: Securities and Exchange Commission. 
ACTION: Proposed rulemaking. 


SUMMARY: The Securities and Exchange Commis- 
sion proposes to amend the existing confirmation 
delivery and disclosure requirements to provide for the 
disclosure of additional information on confirmation 
forms broker-dealers deliver to their customers in 
connection with securities transactions. The proposed 
amendments would also modify existing requirements 
for the use of quarterly written statements in lieu of 
immediate confirmations for certain transactions in 
securities issued by investment companies. The 
amendments are part of the Commission’s current 
effort to review the confirmation delivery and 
disclosure requirements under the federal securities 
laws in light of changes in the securities markets. 


DATES: Comments by August 10, 1977. 


ADDRESSES: All comments should refer to File No. 
S7-654 and should be sent with three copies to George 
A. Fitzsimmons, Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. All submis- 
sions will be made available for public inspection at 
the Commission’s Public Reference Room, Room 6101, 
1100 L Street, N.W., Washington, D.C. 


FOR FURTHER INFORMATION CONTACT: 


Jeffrey L. Steele, Esq. 
Office of the Chief Counsel 
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Division of Market Regulation 
Securities and Exchange Commission 
Washington, D.C. 20549 
(202-755-8746) 


SUPPLEMENTARY INFORMATION: Rule 10b-10 
under the Securities Exchange Act of 1934 (the 
‘*Act’’)' requires any broker or dealer effecting trans- 
actions in securities for or with the account of a 
customer to make certain written disclosures to that 
customer.? The Commission announced on September 
16, 1976, the prposal to adopt Rule 10b-10 and to 
rescind Rule 15c1-4 (17 CFR 240.15c1-4), which then 
set forth the Commission’s basic confirmation require- 
ments.*? The views and comments of interested per- 
sons were requested, and after considering those 
comments, the Commission determined to adopt Rule 
10b-10 with certain revisions and announced again its 
intention to rescind Rule 15c1-4. At the same time, the 
Commission concluded that it would be appropriate to 
publish for further comment certain additional revi- 
sions announced in this release. 


DISCLOSURES TO BE MADE BY DEALERS 


In the initial publication of Rule 10b-10 for comment, 
the Commission proposed to require any broker, 
dealer, or municipal securities dealer, acting as 
principal, to disclose on its customer confirmation (1) 
the source and amount of any ‘‘special remuneration’”’ 
received or to be received by him, (2) whether it acted 
as a ‘‘market maker’’’ in the security being pur- 
chased or sold and (3) if it did not act as a market 
maker, the mark-up, mark-down or other remunera- 
tion received if the broker-dealer, with knowledge of a 
customer’s order, purchased the security from a 
market maker for resale to the customer or purchased 
the security from the customer for resale to a market 
maker.® 


Disclosure of mark-up or mark-down 


Under Rule 10b-10 as originally proposed, and under 
the amendments proposed today, disclosure of 





1145 U.S.C. 78a et seq. 


2 See Securities Exchange Act Release No. 13508 (May 5, 
1977), 42 FR 25318 (May 17, 1977), announcing the adop- 
tion of Rule 10b-10. 


3 See Securities Exchange Act Release No. 12806 (Sept. 16, 
1976), 41 FR 41432 (Sept. 22, 1976). 


4See Section 3(a)(38) of the Act, 15 U.S.C. 78c(a)(38). 


5See paragraph (a)(3)(ii) of proposed Rule 10b-10 (Secu- 


rities Exchange Act Release No. 12806 (Sept. 16, 1976)). 


mark-up or mark-down would be required in 
transactions that have generally been referred to as 
“‘riskless’’ principal transactions. Such transactions 
may be characterized for some purposes as those in 
which a dealer acts as principal for his own account 
and trades with his customer (rather than acting as a 
broker, or agent, for the customer); in effecting such 
transactions, however, the dealer generally does not 
bear the market risks that commonly attend acting as a 
principal and carrying dealer inventories. As the 
Commission noted in its original proposal to adopt 
Rule 10b-10, the proposed mark-up disclosure require- 
ment is intended to place dealers effecting such 
transactions on a more equal regulatory footing for 
disclosure purposes with brokers acting as agents. A 
broker must, of course, disclose brokerage commis- 
sions, and it would appear that customers should 
generally be entitled to receive equivalent information 
concerning the transactional costs they incur 
regardless of variations in the techniques employed in 
structuring substantially similar transactions. 


Some commentators believed the proposed mark-up or 
mark-down disclosure requirement would have unfor- 
tunate consequences, particularly in the context of the 
markets for certain thinly traded securities. It was 
predicted, for example, that such a disclosure require- 
ment would have an adverse impact on liquidity, as 
well as on the viability of small, regional 
broker-dealers who offer their services to small in- 
vestors. Some commentators suggested that dealers 
should not be required to disclose their mark-ups 
under any circumstances since their customers would 
be confused or would challenge mark-ups if they ap- 
peared to exceed commissions charged for effecting 
transactions in securities traded on an exchange. A 
number of commentators suggested that the existing 
mark-up rules of the National Association of Securities 
Dealers, Inc. (the ‘‘NASD’’), already offer investors 
enough protection.® 


The Commission intends to give further consideration 
to those views, as well as to reported compliance and 
enforcement difficulties that might arise under the 
rule. At the same time, the Commission has deter- 
mined to revise and publish the requirements in order 
to explore other disclosure approaches, reflecting the 
underlying economic realities, while reducing to some 
extent compliance difficulties perceived by com- 
mentators in the initial proposal. The proposed amend- 
ments to Rule 10b-10 would require a person acting as 
dealer (other than a market-maker) to disclose the 
mark-up, or mark-down, when it, after receiving a 
customer’s order, purchases a security from any 
person for resale to the customer or purchases the 





6See NASD Rules of Fair Practice, Article Ill, Section 4. 
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security from such customer for delivery against a sale 
to another person.’ 


In fashioning the specific proposed disclosure require- 
ment, the Commission drew certain distinctions in 
proposed Rule 10b-10 among different types of market 
participants. For example, as proposed, Rule 10b-10 
would have required the ‘‘riskless’’ principal disclo- 
sures only when a broker-dealer purchased a security 
from (or sold a security to) a market maker in contem- 
plation of selling to (or purchasing from) a customer. 
A number of commentators suggested, however, that 
there would be practical difficulties in determining 
whether a particular dealer was a market maker, par- 
ticularly in the case of securities, such as debt securi- 
ties, in which there are generally not any 
broker-dealers maintaining continuous two-sided quo- 
tations. Commentators also suggested that the initial 
proposal would be problematical, especially for large 
retail firms, since the disclosure requirement would 
depend on the firm’s ‘‘knowledge’’ of a customer’s 
order and that such knowledge might be imputed to a 
firm in situations where different branch offices or 
securities traders had in fact acted independently of 
one another in causing the firm to execute as principal 
for the firm’s customers separate orders that 
fortuitously matched each other. The initial proposal 
has been revised in light of those perceived diffi- 
culties. 


The sending of a confirmation may, of course, afford 
each customer an important opportunity to assess the 
performance of the broker or dealer in meeting its 
obligations to that customer. Accordingly, the 
Commission believes that it should periodically con- 
sider the feasibility of providing customers with new 
information, and in particular ‘‘market’’ information, 
which can further assist them in evaluating and 
choosing among the services offered by competing 
broker-dealers. In that connection, the Commission is 





7At the moment, these disclosure requirements would not 
apply to municipal securities transactions since Rule 10b-10 
in the form adopted provides an exemption for municipal 
securities in anticipation of a comprehensive rule being 
adopted by the Municipal Securities Rulemaking Board. 
In proposing that approach, the Commission expects that 
the Board will concurrently give similar consideration to 
ways of adapting to the municipal securities markets an 
equivalent riskless principal disclosure requirement. Should 
the Board not resolve to develop such adaptations as may 
be necessary in the application of the riskless principal re- 
quirement, the Commission plans to revisit the question of 
including municipal securities transactions generally under 
Rule 10b-10 at the time it determines whether to adopt the 
amendments proposed today. 
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proposing an additional disclosure provision in Rule 
10b-10, as discussed below, in order to provide 
investors with more detailed information concerning 
the quality of execution services rendered by the 
broker or dealer and the total level of transaction 
charges incurred? 


Disclosure of market making 


As originally proposed, Rule 10b-10 would have re- 
quired a dealer to disclose whether it was acting as a 
market maker in the security being purchased or sold. 
The proposed amendments to Rule 10b-10 would re- 
quire a dealer to make that disclosure only in the case 
of transactions in equity securities. One commentator 
has suggested that the Commission should not impose 
any such requirement without refining the statutory 
definition of the term ‘market maker” (see Section 
3(a)(38) of the Act, 15 U.S.C. 78c (a)(38)). A dealer 
could, however, satisfy the rule’s requirement by dis- 
closing on a customer confirmation whether it is acting 
as a block positioner, exchange specialist, or other 
type of statutory market maker. 


Payments to Dealers by Third Parties 


Proposed Rule 10b-10 would have required a dealer to 
disclose ‘‘the amount and source of any special 
re-muneration paid or to be paid to him’’ in connection 
with a transaction. Numerous commentators objected 
to the provision because they found it too vague, or 
found it unnecessary, in light of the explanation of its 
purpose provided in the Commission’s release 
announcing the proposal. 


In view of the comments received, the Commission has 
re-examined the basis for requiring the disclosure. As 
a result of that review, the Commission continues to 
believe that a disclosure of special third party pay- 
ments should be required, but that the requirement 
should be framed more precisely in order to exclude 
certain customary fee arrangements. In that regard, 
the Commission has revised the original proposal to 
require disclosure by a dealer of ‘‘source and amount 
of any remuneration (other than a customary dealer 
reallowance, selling concession of syndicate manager’s 
fee) received or to be received by him from any 
person.’’ As the Commission observed in proposing 
Rule 10b-10, the fundamental purpose of such a pro- 
vision would be to require disclosure of special and 
irregular inducements offered to a dealer for effecting 
transactions with its customers. Although the 
payments which would be required to be disclosed 
could raise questions under other provisions of the 














8See discussions under DISCLOSURE OF PREVAILING 
MARKET PRICES. 
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federal securities laws or other statutes, and while the 
Commission recognizes that a disclosure requirement 
may not by itself act as an effective further deterrent 
to behavior which may otherwise be illegal, that would 
not appear to outweigh the benefit of requiring that 
customers be informed of such payments, particularly 
in cases where the dealer receiving such payments has 
affirmatively solicited, or recommended the trans- 
action. In reviewing the proposed requirement, 
however, commentators are invited to consider 
whether there are other types of normal and 
customary arrangements (in addition to dealer real- 
lowances, selling concessions and syndicate manager’s 
fees) that might appropriately be excluded from the 
disclosure requirement. 


DISCLOSURE OF ODD-LOT DIFFERENTIALS 


Rule 10b-10 is also proposed to be amended to require 
that brokers and dealers disclose any fee to be paid by 
a customer in connection with the execution of an 
odd-lot order (i.e., any odd-lot differential) unless such 
amount is included in the disclosed commission 
charge. Currently, no Commission rule explicitly 
requires disclosure of an odd-lot differential. Neverthe- 
less, New York Stock Exchange (‘‘NYSE’’) Rule 409(c) 
requires its members to include on customers’ 
confirmations ‘‘a notation or legend which will enable 
the customer to determine the amount of any odd-lot 
differential’’ assessed for execution of the customer’s 
order.2 While, in practice, the same confirmation 
forms are generally used for executions by those 
members in other markets, the NYSE has suggested, 
that if a specific odd-lot disclosure is appropriate, a 
uniform standard should apply to all brokers and 
dealers. 


The odd-lot differential traditionally has been added 
to, or subtracted from, the price at which an odd-lot 
may be purchased from or sold to an odd-lot dealer 
and it has generally been viewed as included within 





°On September 13, 1976, the NYSE filed with the Com- 
mission, pursuant to Section 19(b) of the Act, a proposed 
rule change which would, if approved, rescind its Rule 
409(c). See Securities Exchange Act Release No. 12803 
(Sept. 16, 1976), 41 FR 41974 (Sept. 24, 1976). The 
NYSE stated in its proposed rule filing that Rule 409(c) 
was adopted in 1967 at a time when certain member firms 
performed all odd-lot dealer functions on the NYSE. At 
that time, the amount of the applicable differential and the 
determination of its applicability were set by NYSE rule. 
As long as uniform differentials were charged, member or- 
ganizations complied with Rule 409(c) by printing on their 
confirmations legends which set forth the prevailing fixed 
rates. 


the purchase or sale price. Currently, specialists 
acting as odd-lot dealers on the NYSE generally 
charge either an _ eigth differential on odd-lot 
executions (12-2 cents per share) or no differential at 
all. The Commission understands that an odd-lot 
differential is not charged, for example, on- odd-lot 
portions of combined odd-lot and round-lot market 
orders, on odd-lot market orders executed on some 
regional exchanges, or by some broker-dealers who 
execute such orders as principal otherwise than 
through the facilities of the NYSE. Odd-lot differential 
charges are no longer fixed by exchanges and varying 
amounts may thus be charged by odd-lot dealers. 


The process of fashioning a suitable disclosure policy 
with respect to odd-lot differentials is complicated by 
several factors. If an odd-lot differential is, in practice, 
a non-negotiable amount added to or subtracted from 
the round-lot price for a security, it may be more 
appropriate to continue to permit customers to be 
aware of the precise amount of the differential. If, on 
the other hand, the odd-lot differential is viewed as a 
service fee, it might appear similar to other costs in- 
curred by brokers in providing services to their cus- 
tomers, such as two-dollar brokerage and clearance 
charges, and it should, therefore, be ultimately reflec- 
ted in the commission paid by a customer (rather than 
as an adjustment to the securities price paid or re- 
ceived by the broker’s customer). 


While exchanges fixed the odd-lot differential at an 
eighth of a point, the assessment of the differential 
was easily adaptable to computer programs, which in- 
cluded the differential in the calculation of the price of 
a stock. It is unclear, however, whether all dealers will 
continue to charge an odd-lot differential or whether 
varying amounts will be charged. As a result, dis- 
closure of the amount of any such differential on a 
confirmation may involve technical changes in a 
broker-dealer’s business operations and other costs. 
The Commission invites interested persons to submit 
their views concerning the benefits, if any, to be de- 
rived from disclosure on the confirmation of the exact 
amount of the differential charges and the nature of 
any operational changes and costs which may be 
necessary to comply with the proposed amendment. 


DISCLOSURE OF PREVAILING MARKET PRICES 


In addition to providing customers with essential and 
timely information concerning their securities trans- 
actions, the confirmation may also afford many 
customers an opportunity to assess the source and 
amount of costs incurred in effecting transactions and 
also the relative quality of service provided by the 
broker-dealer. While the Commission’s Rule 15c1-4, 
as well as Section 11(d)(1) of the Act, have tradition- 
ally focused on disclosure of capacity and the source 


SEC DOCKET/943 








and amount of remuneration, both of which may 
enable investors to make appropriate judgments, it 
now appears that the Commission may be able to 
provide for even more useful information to guide 
investors in evaluating the services they receive and 
pay for. In particular, the development of systems for 
reporting securities quotations by market makers and 
others on a real-time basis, and the possibility of 
making technical adjustments to existing systems in 
order to permit brokers and dealers to capture and 
print such information on confirmation slips, may now 
make it feasible to give customers a more precise indi- 
cation of how the prices they pay or receive in their 
securities transactions relate to the best prices avail- 
able to securities professionals. Many registered 
representatives routinely advise their customers orally 
concerning prevailing market prices, at the time of in- 
ducing transactions, although in some cases the in- 
formation disclosed may be only the ‘‘representative’’ 
bid and ask prices shown on Level 1 of the NASDAQ 
system. Since information concerning the best 
available bid and offer prices would prove useful to 
customers in deciding whether to order transactions, 
such information should be made available in a 
permanent, written form. 


In view of the desirability of providing information 
concerning market prices to securities customers, and 
particularly retail customers, the Commission is pro- 
posing a requirement that brokers and dealers disclose 
on the confirmation the ‘‘inside’’ market in the 
security, that is to say, the highest bid and lowest 
offer prices for 100 shares which are reported on Level 
2 of the NASDAQ inter-dealer quotation system at the 
time the transaction is effected.’ The proposal con- 
templates disclosure of the highest bid price and the 
lowest offer price for 100 shares regardless of whether 
such prices are entered by the same or different 
broker-dealers. The requirement would, however, 
apply only to transactions in securities not listed on a 
national securities exchange. In the contest of its 
consideration of the rules of the exchanges restricting 
off-board trading by members, the Commission is pro- 
posing a similar requirement with respect to listed 
equity securities reported in the consolidated trans- 
action reporting system." 


In reviewing the proposed disclosure requirement, 
commentators may wish to focus on the broad question 
whether such a disclosure would make any existing or 





'°Currently all quotations reported on Level 2 of the 
NASDAQ inter-dealer quotation system must be firm for 
100 shares. 


'! See proposed Rule 15c5-1[C] announced in Securities 
Exchange Act Release No. 13662 (June 23, 1977). 
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currently proposed disclosure requirements less 
essential from the point of view of investor protection 
and fairness to customers. Also, commentators may 
wish to address the question whether the proposed 
disclosure requirement would facilitate (or impede) 
competition in market making. To the extent 
adjustments may have to be made to the computer 
hardware and software systems available to most 
broker and dealers in order to comply with the 
proposed requirement, commentators are invited to 
present data concerning the feasibility under existing 
technology, and the costs, of such anticipated changes 
as well as the lead time that would be required to pre- 
pare for compliance with the requirement upon its 
adoption. 


INVESTMENT COMPANY PLANS 


In 1974 the Commission amended Rule 15c1-4 to add a 
paragraph (b) affording brokers and dealers an oppor- 
tunity to use quarterly statements in lieu of immediate 
confirmations for certain classes of transactions in 
securities issued by open-end investment companies 
and unit investment trusts registered under the 
Investment Company Act of 1940 (15 U.S.C. 80a et 
seq.).'2, Upon proposing Rule 10b-10 in September, 
1976, the Commission decided to restate the substance 
of that 1974 amendment but also invited interested 
persons to suggest revisions in view of the 
Commission’s understanding that the quarterly pro- 
cedure was not being used. 


Several comments were received concerning the pro- 
visions of proposed Rule 10b-10 and Rule 15c1-4 appli- 
cable to the use of quarterly statements for investment 
company securities, confirming that for a variety of 
reasons the quarterly statement procedure was not 
being used. Some suggested expanding the types of 
transactions that would qualify for the quarterly 
statement procedure. Others suggested revisions to 
specific requirements governing the use of that 
procedure. It was further suggested that certain costs 
associated with the administration of confirmation 
procedures generally outweighed the benefit of esta- 
blishing new procedures for using quarterly state- 
ments. 


Based in part upon those comments, the Commission 
proposed amendments which would alter in certain 
respects existing requirements of Rule 15c1-4(b). The 
revisions are intended to make some requirements less 
restrictive but would also establish new procedures. 
The Commission has not substantially expanded the 
types of arrangements that would qualify for the use of 











12See Securities Exchange Act Release No. 11025 (Sept. 
24, 1974), 39 FR 35345 (Oct. 1, 1974). 
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the quarterly statement procedure although it will, of 
course, consider additional suggestions.'* The pro- 
posed amendments to Rule 10b-10 would continue to 
require prior to written disclosure of the intention to 
send quarterly statements in lieu of the statements 
described in paragraph (a) of the rule.'* Other re- 
quirements dealing with methods of payment 
including specifications with respect to holding 
periods ‘Sand the use of so-called ‘‘negative confirma- 
tions’’ (confirmations indicating that no payments 
were received during the quarter) have also been 
modified. '® 


Specifically, paragraph (d)(5)(iii) of the proposed 
amendments provides, in the case of an investment 
company plan contemplating periodic purchases by a 
group of two or more participants through a person 
designated by the group, that any such arrangement 
will require the investment company or its agent (1) to 
give or send to the designated person a receipt for the 
total amount paid, (2) to send to any person who was 
a participant in the preceeding quarter and on whose 
behalf payment has not been received during the 
current quarter the quarterly written statement re- 
flecting that no payment was received during the 
quarter, and (3) to terminate the arrangement and 
advise all participants of that fact if the group’s 
payment is not received from the designated person 
within ten days of the date specified in the arrange- 
ment for such payment to be made. 


The amendments to Rule 10b-10 are proposed to be 
adopted pursuant to the Act, particularly Sections 3, 9, 





131m adopting Rule 10b-10 the Commission also introduced 
a new element of flexibility by providing for the possibility 
of specific exemptions to Rule 10b-10; see Securities Ex- 
change Act Release No. 13508 (May 5, 1977). 


14Currently, the rule specifies that disclosure is required to 
be included in the prospectus delivered pursuant to Section 
5 of the Securities Act of 1933. To afford greater flexibility, 
the Commission is proposing to delete the references to 
prospectus disclosure and delivery in the rule although it 
may well be appropriate in most instances to continue to 
include information with respect to the use of quarterly 
statements in the current prospectus delivered to purchasers. 


15 Rule 15cl-4(b) specifies that the “designated person” in 
the case of ‘‘group plans” may not hold customer funds for 
longer than 35 days. See a/so Securities Act Release No. 
4790 (July 13, 1965). 


16 Rule 15cl-4(b) requires the delivery of negative confirma- 
tions for at least two consecutive quarters when payments 
have not been received for a participant in the plan. 


10, 11, 15, and 23 thereof (15 U.S.C. 78c, 78i, 78j, 78k, 
780 and 78w). It is also proposed that, upon the adop- 
tion of the proposed amendments to Rule 10b-10, Rule 
15c1-4 would be rescinded. 


PROPOSED AMENDMENT TO §24.10b-10 


(In the text of the following sections, ‘‘[ ]’’ indicates 
material to be deleted and ‘‘> <«’’ jndicates new 
material.) 


§240.10b-10 Confirmation of transactions. 


(a) It shall be unlawful for any broker or dealer to 
effect for or with the account of a customer any trans- 
action in, or to induce the purchase or sale by such 
customer of, any security (other than U.S. Savings 
Bonds or municipal securities) unless such broker or 
dealer, at or before completion of such transaction, 
gives or sends to such customer written notification 
disclosing 


(1) whether he is acting agent for such customer, as 
agent for some other person, as agent for both such 
customer and some other person, or as principal for 
his own account; and 


(2) the date and time of the transaction (or the fact 
that the time of the transaction will be furnished upon 
written request of such customer) and the identity, 
price and number of shares or units (or principal 
amount) of such security purchased or sold by such 
customer; and 


> (3) the amount of any odd-lot differential or 
equivalent fee paid directly or indirectly by such 
customer in connection with the execution of an order 
for an odd-lot number of shares or units (or principal 
amount) of a security, unless such amount is included 
in the remuneration disclosed pursuant to paragraph 
(a)(5)(ii); and~« 


(4) the highest bid and lowest offer prices for 100 
shares that have been entered by any broker or dealer 
in, and are displayed on, Level 2 of the NASDAQ, or 
an equivalent, electronic interdealer quotation system 
at the time the transaction is effected, unless the 
security being purchased or sold is listed on a national 
securities exchange; and 


[(3)] = (5) << if he is acting as agent for such 
customer, for some other person, or for both such 
customer and some other person, 


(i) the name of the person from whom the security 
was purchased, or to whom it was sold, for such 
customer or the fact that such information will be fur- 
nished upon written request of such customer; and 
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(ii) the amount of any remuneration received or to be 
received by him from such customer in connection 
with the transaction unless remuneration paid by such 
customer is determined, pursuant to a written agree- 
ment with such customer, otherwise than on a trans- 
action basis; and 


(iii) the source and amount of any other remuneration 
received or to be received by him in connection with 
the transaction; provided, however, that if, in the case 
of a purchase, the broker was not participating in a 
distribution, or in the case of a sale, was not 
participating in a tender offer, the written notification 
may state whether any other remuneration has been or 
will be received and that the source and amount of 
such other remuneration will be furnished upon 
written request of such customer[.] => ; and =< 


(6) if he is acting as principal for his own account 


(i) the source and amount of any remuneration (other 
than a customary dealer reallowance, selling conces- 
sion, or syndicate manager’s fee) received or to be 
received by him from any person, other than such 
customer, in connection with the transaction; and 


(ii) the amount of any mark-up, mark-down, or similar 
remuneration received, if he is not a market maker in 
that security and if, after having receved an order to 
buy from such customer, he purchased the security 
from another person for resale to such customer or, 
after having received an order to sell from such 
customer, he sold the security to another person and 
purchased the security from such customer for 
delivery against such sale; and 


(iii) in the case of a transaction in an equity security, 
whether he is a market maker in that security.< 


(b) A broker or dealer may effect transactions for or 
with the account of a customer without giving or 
sending to such customer the written notification de- 
scribed in paragraph (a) of this section (until January 
1, 1978, Section 240.15c1-4(a)) if 


(1) such transactions are effected pursuant to a 
periodic plan [; and] » or an investment company 
plan; and~= 


(2) such broker or dealer gives or sends to such 
customer within five days after the end of each quar- 
terly period a written statement disclosing each pur- 
chase or sale, effected for or with, and each dividend 
or distribution credited to, or reinvested for, the 
account of such customer (pursuant to the plan) during 
the period; the date of each such transaction; the 
identity, number and price of any securities purchased 
or sold by such customer in each such transaction; the 
total number of shares of such securities in such cus- 
tomer’s account; any remuneration received or to be 
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received by the broker or dealer in connection there- 
with; and that any other information required by 
paragraph (a) will be furnished upon written request; 
provided, however, that the quarterly written state- 
ment may be delivered to some other person desig- 
nated by the customer for distribution to the cus- 
tomer[.]; =» and< 


> (3) in the case of transactions effected pursuant to 
an investment company plan 


(i) payments for the purchase of securities by such 
customer or by such customer’s designated agent are 
made directly to, or made payable to, the registered 
investment company, or the principal underwriter, 
custodian, trustee, or other designated agent of the 
registered investment company; and 


(ii) the intention to give or send to the customer the 
written statement referred to in subparagraph (b)(2) of 
this paragraph, in lieu of the written notification 
required by paragraph (a), is disclosed in writing to 
such customer. < 


(c) A broker or dealer shall give or send to a 
customer informaton requested pursuant to this rule 
within five business day of receipt of the request; 
provided, however, in the case of information 
pertaining to a transaction effected more than 30 days 
prior to receipt of the request, the information shall be 
given or sent to the customer within 15 business days. 


(d) For the purposes of this rule, 
(1) ‘‘customer’’ shall not include a broker or dealer; 


(2) ‘‘completion of the transaction’’ shall have the 
meaning provided in Rule 15c1-1 under the Act; 


(3) ‘‘time of the transaction’’ means the time of exe- 
cution, to the extent feasible, of the customer’s order; 


(4) ‘‘periodic plan’’ means any written authorization 
for a broker acting as agent to purchase or sell for a 
customer a specific security or securities (other than 
securities issued by an open end investment company 
or unit investment trust registered. under the 
Investment Company Act of 1940), in specific amounts 
(calculated in security units or dollars), at specific time 
intervals and setting forth the commissions or charges 
to be paid by the customer in connection therewith (or 
the manner of calculating them)[.] » ; and < 


> (5) ‘‘investment company plan’’ means any plan 
under which securities issued by an open-end invest- 
ment company or unit investment trust registered 
under the Investment Company Act of 1940 are pur- 
chased or sold by a customer pursuant to 
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(i) an individual retirement or pension plan qualified 
under the Internal Revenue Code; or 


(ii) a contractual or systematic agreement under which 
the customer purchases at the applicable public 
offering price, or redeems at the applicable redemp- 
tion. price, such securities in specified amounts 
(calculated in security units or dollars) at specified 
time intervals and setting forth the commissions or 
charges to be paid by such customer in connection 
therewith (or the manner of calculating them); or 


(iii) any other arrangement involving a group of two or 
more participants and contemplating periodic pur- 
chases of such securities by each participant through a 
person: designated by the group; provided, that such 
arrangement requires the registered investment 
company or its agent 


(A) to give or send to the designated person a written 
notification of the receipt of the total amount paid at or 
before the completion of the transaction for the pur- 
chase of such securities; 


(B) to send to any one who was a participant in the 
prior quarter and on whose behalf payment has not 
been received in the current quarter a quarterly 
written statement reflecting that no payment was re- 
ceived; and 


(C) to terminate the arrangement and advise all par- 
ticipants of that fact if no payment is received from the 
designated person on behalf of the group within 10 
days of a date certain specified in the arrangement for 
delivery of that payment by the designated person. < 


(e) The Commission may exempt any broker or dealer 
from the requirements of paragraphs (a) and (b) of this 
section with regard to specific transactions or specific 
classes of transactions for which the broker or dealer 
will provide alternative procedures to effect the pur- 
poses of this section; any such exemption may be 
granted subject to compliance with such alternative 
procedures and upon such other stated terms and con- 
ditions as the Commission may impose. 


All interested persons are invited to submit three 
copies of written views, data and arguments on the 
proposed amendments to Rule 10b-10 to George A. 
Fitzsimmons, Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549, not later than 
August 10, 1977. Reference should be made to File 
No. S7-654. All submissions will be made available for 
public inspection at the Commission’s Public 
Reference Room, Room 6101, 1100 L Street, N.W., 
Washington, D.C. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


June 23, 1977 





SECURITIES EXCHANGE ACT OF 1934 
Rel. No. 13662/June 23, 1977 


OFF-BOARD TRADING RESTRICTIONS 
AGENCY: Securities and Exchange Commission 


ACTION: 
Rulemaking. 


Notice of Proceeding and Proposed 


SUMMARY: The Commission has given notice of a 
proceeding, including public hearings, to consider the 
amendment of rules of national securities exchanges 
which limit or condition the ability of members to 
effect transactions over-the-counter in listed securities 
and to consider the adoption of certain Commission 
rules to accompany such action. 


DATES: Public hearings will begin Monday, August 
1, 1977, at 10:00 a.m. Persons wishing to appear at the 
hearing should contact George T. Simon of the Com- 
mission staff not later than July 22, 1977, and submit 
the text of any prepared statements not later than four 
business days prior to their appearance. Written 
presentations of views, data and arguments should be 
submitted not later than August 10, 1977, and written 
presentations responding to the written or oral 
presentations of others should be submitted not later 
than August 24, 1977. 


ADDRESSES: Public hearings will be held in Room 
776, Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. All submis- 
sions should refer to File No. 4-180 and be delivered, 
together with 30 copies, to George A. Fitzsimmons, 
Secretary, Room 892, at the above address. Copies of 
all written submissions and hearing transcripts will be 
made available at the Commission’s Public Reference 
Room, 1100 L Street, N.W., Washington, D.C. 


FOR FURTHER INFORMATION CONTACT: George 
T. Simon, Division of Market Regulation, Room 390, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549 (202) 
376-7470. 
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SUPPLEMENTARY INFORMATION: 


The Securities and Exchange Commission today an- 
nounced a proceeding, pursuant to Section 19(c) [15 
U.S.C. 78s(c)] of the Securities Exchange Act of 1934 
(‘‘Act’’) [15 U.S.C. 78 a et seq., as amended by Pub. 
L. No. 94-29 (June 4, 1975)], to consider rulemaking to 
(i) amend existing rules of national securities 
exchanges (‘‘exchanges’’) which limit or condition the 
ability of members to effect, as principal or as agent, 
transactions in securities listed or admitted to unlisted 
trading privileges on an exchange (‘‘listed securities’’) 
otherwise than on such exchanges (‘‘off-board trading 
restrictions’’); and (ii) govern, in the event off-board 
trading restrictions are amended, over-the-counter 
transactions in listed securities between dealers and 
certain categories of persons. 


In connection with this proceeding, the Commission 
will conduct public hearings commencing August 1, 
1977, at the Commission’s headquarters in Washing- 
ton, D.C. In addition, interested persons are invited to 
submit written presentations of views, data and 
arguments concerning the rules proposed and issues 
discussed in this release, as well as_ written 
presentations responding to written or oral presenta- 
tions of others. 


The exchange rules upon which this proceeding will 
focus have previously been the subject of Commission 
and Congressional studies, as well as prior public 
proceedings involving both the Commission’s 
investigatory and rulemaking responsibilities under 
the Act (including adoption in 1975 of Rule 19c-1 
under the Act [17 CFR §240.19c-1], removing certain 
off-board trading restrictions).' Indeed, since 1968, 
the Commission has been giving continuous considera- 
tion to appropriate steps to assure the efficiency, 
fairness and integrity of trading markets for securities 
through the establishment of a national market 
system. The present stage of this extensive delibera- 
tion with respect to market structure emanates from 
the actions, deliberations and proceedings which have 
preceded the proceedings announced today. Ac- 
cordingly, the attention of interested persons is 
directed to these materials, cited or referred to else- 
where in this release, copies of which are available at 
the Commission’s Public Reference Room (File No. 
4-180). 


The information contained in these materials is 
relevant to and was relied upon in the formulation of 
the rules proposed and issues discussed in this 
release. While a restatement of views previously ex- 





1See Securities Exchange Act Release No. 11942 (De- 
cember 19, 1975), 41 FR 4507 (1976) (‘‘December Re- 
lease’). 
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pressed and considered is, therefore, not necessary, 
persons wishing to participate in this rulemaking 
proceeding may, of course, refer to any materials 
previously considered (and may articulate relevant 
views previously presented) in connection with this 
proceeding. 


The Commission will also consider the written sub- 
missions to the Commission by the National Market 
Advisory Board (‘‘NMAB’’), together with written 
submissions to the NMAB by interested persons, 
received to date (and any others which may be forth- 
coming prior to the conclusion of this proceeding) 
concerning off-board trading restrictions and other 
issues relating to the development and implementation 
of a national market system. Persons interested in 
inspecting any of these NMAB materials should also 
consult File No. 4-180 at the Commission’s Public 
Reference Room. 


* * * * * 


The following index to this release is provided for the 
convenience of commentators and persons wishing to 
appear at the pubjic hearings: 


i Introduction and Background.............. 949 
I. Remaining Off-Board Trading Restrictions 

and Progress Toward a National Market 
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* * * * 


|. Introduction and Background 


Section 11A(c)(4) of the Act [15 U.S.C. 78k-1(c)(4)], as 
amended by the Securities Acts Amendments of 1975 
(‘1975 Amendments’’) [Pub. L. No. 94-29, 89 Stat. 97 
(June 4, 1975)], directed the Commission to review all 
exchange rules ‘‘which limit or condition the ability of 
members to effect transactions in securities otherwise 
than on such exchanges.’’ That Section further 
directed the Commission to report the results of its 
review to the Congress and to commence a proceed- 
ing, pursuant to Section 19(c) of the Act, ‘‘to amend 
any such rule imposing a burden on competition which 
does not appear to the Commission to be necessary or 
appropriate in furtherance of the purposes of [the 
Act].’’ On September 2, 1975, the Commission 
reported the results of its initial review pursuant to 
Section 11A(c)(4) to the Congress.” In that report, the 
Commission stated that certain off-board trading 
restrictions impose burdens on competition which the 
Commission was not prepared to conclude were 
necessary or appropriate in furtherance of the 
purposes of the Act. Accordingly, the Commission 
simultaneously issued a release instituting a proceed- 
ing, pursuant to Section 19(c) of the Act, to determine 
whether to modify or eliminate those off-board trading 
restrictions.? 


The September Release proposed, and solicited com- 
ment on, three alternative forms of a Commission rule 
amending (to various degrees) exchange rules 
imposing off-board trading restrictions on members 
and announced that the proceeding would seek to 
determine: 


(i) the extent to which existing off-board trading 
restrictions engendered significant anti-competitive 
effects; 





2SEC, Report of the Securities and Exchange Commis- 
sion on Rules of National Securities Exchanges Which 
Limit or Condition the Ability of Members to Effect Trans- 
actions Otherwise Than on Such Exchanges (September 2, 
1975) (‘September Report’’). 


3 Securities Exchange Act Release No. 11628 (September 
2, 1975), 40 FR 41808 (1975) (‘September Release’’). 


(ii) whether, although such restrictions were 
anti-competitive, there were countervailing consider- 
ations which outweighed the need to eliminate or limit 
such restrictions at this time; and 

(iii) whether such restrictions could be appropriately 
modified so as to further the purposes of the Act.4 


The Commission held eight days of public hearings 
concerning its proposals to amend off-board trading 
restrictions during October, 1975, and _ received 
numerous written submissions concerning these 
proposals and related issues from representatives of 
the securities industry, the public and government 
agencies (‘‘October Hearings’’).> On December 19, 
1975, the Commission announced the results of its rule 
making in the December Release and adopted, 
effective March 31, 1976, Rule 19c-1 under the Act.® 


Rule 19c-1 amended exchange rules which theretofore 
prevented exchange members from effecting over-the- 
counter agency transactions in listed securities which 
are equity securities (‘‘listed equity securities’’) with 
third market makers’ and non-member block 
positioners. Although the Commission determined 





4 Id. at 3. 


5 See December Release, supra note 1, at 60-61, nn. 9 & 10. 
File No. 4-180 includes copies of the transcript of and writ- 
ten submissions made in connection with the October Hear- 
ings. For a bibliography of certain source materials relat- 
ing to off-board trading restrictions, see September Re- 
lease, supra note 3, at 51-57. See also December Release, 
supra note 1, at 61-62, nn. 11 & 12. Additional source 
materials which have become available since publication of 
the December Release are cited jnfra at 983-984. In ad- 
dition to materials relating directly to the proceeding, 
File No. 4-180 includes copies of the written views of the 
NMAB furnished to the Commission and certain written 
submissions made to the NMAB. 


© See note 1 supra. 


7TRule 19c-1 defined the term “third market maker” 
to mean a “market maker” as defined in Rule 15c3-1(c) (8) 
under the Act [17 CFR §240.15c3-1 (c) (8)] who makes 
markets over-the-counter in listed equity securities and who 
maintains the minimum net capital required of a market 
maker by Rule 15c3-1 under the Act [17 CFR §240. 
15c3 -1]. 


8 Rule 19c-1 defined the term ‘nonmember block posi- 
tioner’’ to mean a “block positioner” as defined in Rule 
17a-17 under the Act [17 CFR §240.17a-17] who is not a 
member of the particular exchange involved. In addition, 
until January 2, 1977, Rule 19c-1 permitted exchange rules 
to require members effecting such transactions to satisfy 
limit orders on the specialist’s book or in any other limit 
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that other off-board trading restrictions, precluding 
members from executing over-the-counter transactions 
in listed securities as agent “in-house,” by crossing 
customer orders or otherwise (‘‘remaining off-board 
agency restrictions’), or as principal (‘‘off-board 
principal restrictions’’), have anti-competitive effects, 
effects the Commission believed were significant in 
the case of off-board principal restrictions, the Com- 
mission determined at that time to allow those 
restrictions to remain in effect pending further 
review.? 


In particular, although the Commission found that off- 
board principal restrictions deprive the markets of 
‘‘the benefits which the Commission believes would be 
derived from improved market maker competition,’’1® 
the Commission decided that further study was 
necessary concerning the ‘‘timing of [the] elimination 
of these restrictions, and the need for implementation 
of additional regulatory and technological changes to 
ensure that [market maker] competition develops in a 
fair and orderly manner,’’ prior to amending or ab- 
rogating those restrictions.11 The Commission stated, 
however, that it would 


reconsider this decision... after it has had the 
benefit of the conclusions and advice of the National 
Market Advisory Board and progress by that date 
toward establishment of a national market system, 
and, if it still appears appropriate, will establish a firm 
date for elimination of exchange rules governing 
off-board principal transactions, after which over-the- 
counter market making by member firms will be 
permitted. 12 


As to remaining off-board agency restrictions, the 
December Release recognized that it remained for the 
Commission to determine whether those restrictions 
are anti-competitive “in significant ways,”'? and 





order mechanism of the exchange. See, with respect to the 
Commission’s determination to restrict the application of 
Rule 19c-1 to listed equity securities, September Release, 
supra note 3, at 12-13. 


° September Release, supra note 3, at 27, 28, 40. 
10 December Release, supra note 1, at 2. 


1lig. 


127¢, at 28. The December Release expressed the Com- 
mission’s conclusions with respect to off-board princi- 
pal restrictions in terms calculated to inform the securi- 
ties industry and the public that the Commission would 
permit, at a minmum, exchange members to engage in 
over-the-counter market making in listed securities at some 
specific future date. See id. at 18, 25, 27, 28. 


131, at 40. 
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what, if any, action should be taken with respect to 
them. The Commission, however, promised to devote 
further study to those restrictions and solicited com- 
ment on them from the NMAB.'4 The NMAB’s views 
with respect to remaining off-board agency restrictions 
applicable to ‘‘in-house’’ crosses were supplied to the 
Commission in September, 1976.1° 


On February 25, 1977, the NMAB expressed its 
tentative conclusions with respect to off-board trading 
restrictions as follows: 


The Commission having found that off-board trading 
restrictions are basically anti-competitive, the Board 
concludes that the purposes of the... [Act] do not 
justify exchanges maintaining such restrictions 
generally and indefinitely. However, the Board favors 
removing such restrictions gradually and with 
caution. '® 


The NMAB further advised the Commission that it 
would elaborate upon its recommendation in May, 
1977. 


On May 19, 1977, the NMAB delivered to the Com- 
mission a full statement of its recommendations with 
respect to off-board trading restrictions, including an 
extensive discussion of various issues associated with 
their removal.17 The NMAB affirmed its tentative 
conclusion that the purposes of the Act do not justify 
maintenance of off-board trading restrictions generally 





14The NMAB was established by the Commission in 
September, 1975, pursuant to Section 11A(d) (1) of 
the Act [15 U.S.C. 78k-1(d) (2)]. The Act provides that 
the NMAB, among other things, shall furnish its views on 
significant regulatory proposals made by the Commission 
and generally shall make recommendations to the Com- 
mission as to appropriate steps to facilitate the establish- 
ment of a national market system. The NMAB is composed 
of fourteen members (with terms currently scheduled to 
expire in September, 1977), a majority of whom are 
associated with brokers and dealers (as prescribed by 
Section 11A(d) (1) of the Act), and has met monthly since 
its inception. 


15 Letter from the NMAB to the Chairman and the Com- 
missioners of the Securities and Exchange Commission, 
dated September 24, 1976 (‘-NMAB Agency Letter’’). 


161 etter from the NMAB to the Chairman and the Com- 
missioners of the Securities and Exchange Commission, 
dated February 25, 1977, at 2-3 (footnote omitted). 


17Letter from the NMAB to the Chairman and the Com- 
missioners of the Securities and Exchange Commission, 
dated May 19, 1977 (““NMAB Off-Board Letter’). 
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and indefinitely. However, the NMAB also expressed 
its belief that 


. . . removal of these restrictions may have a profound 
effect on the manner in which listed securities are 
traded, and therefore . . . such restrictions should be 
removed only after certain additional facilities and 
rules are in place. There are divergent views among 
Board members...as to whether and when 
particular restrictions should be removed, and as to 
which facilities and rules must be in place prior to 
such removal.1® 


In particular, the NMAB Off-Board Letter identified as 
appropriate collateral steps 


(i) implementation of an effective composite quota- 
tion system; 


(ii) consideration of the need to adopt rules and de- 
velop facilities to enhance limit order protection ‘‘to 
the maximum practical extent;’’ 


(iii) examination of the need to adopt rules to protect 
retail customers in their transactions with dealers; 


(iv) revision of Commission and self-regulatory rules 
to achieve ‘‘equal regulation’’ of exchange specialists 
and off-board market makers; 


(v) review of brokers’ ‘‘best execution’’ responsibil- 
ities; and 


(iv) reconsideration of the current practice of 
reporting last sale prices without giving effect to com- 
missions, commission equivalents or differentials in 
the consolidated transaction reporting system 
(‘‘consolidated system’’) contemplated by Rule 17a-15 
under the Act [17 CFR §240.17a-15].19 


The NMAB recommended that the Commission solicit 
public comment on these matters in this release. 
Finally, the NMAB expressed its belief that, with 
appropriate Commission action, all prerequisites to 
removal of off-board trading restrictions could ‘‘be 
accomplished without significant delay.’’?° 


ll. Remaining Off-Board Trading Restrictions and’ 


Progress Toward a National Market system 


A. Remaining Off-Board Trading Restrictions 





18 iq, at 3. 
19 See id. at 5-6. 


2% lq. at 6 (footnote omitted). 


Following adoption of Rule 19c-1 under the Act, 
certain exchanges made conforming revisions of their 
off-board trading restrictions. These rule changes 
were filed with the Commission pursuant to Rule 19b-4 
under the Act [17 CFR §240.19b-4] and published by 
the Commission for comment.2’ No exchange has to 
date eliminated any of its off-board principal or 
remaining off-board agency restrictions.22 Certain 
regional exchanges, however, have special rules per- 
mitting members who are also third market makers to 
effect transactions in listed securities directly on the 
exchange floor without affecting the ability of these 
members to continue to make two-sided markets in 





21 Amex (File No. SR-Amex-76-10), noticed in Secur- 
ities Exchange Act Release No. 12200 (March 12, 1976), 
41 FR 11896 (1976), approved by order of the Com- 
mission in Securities Exchange Act Release No. 12243 
(March 23, 1976), 41 FR 13419 (1976); Boston Stock 
Exchange (File No. SR-BSE-76-4), noticed in Securities 
Exchange Act Release No. 12132 (February 23, 1976), 41 
FR 8840 (1976), approved by order of the Commission 
in Securities Exchange Act Release No. 12248 (March 
23, 1976), 41 FR 13420 (1976); Chicago Board Options 
Exchange, Inc. (File No. SR-CBOE-76-5), noticed in 
Securities Exchange Act Release No 12165 (March 4, 
1976), 41 FR 10498 (1976), approved by order of the 
Commission in Securities Exchange Act Release No.12247 
(March 23, 1976), 41 FR 13421 (1976); Midwest Stock 
Exchange (File No. SR-MSE-76-5),noticed in Securities 
Exchange Act Release No.12209 (March 16, 1976), 41 
FR 11906 (1976), approved by order of the Commission in 
Securities Exchange Act Release No. 12246 (March 23, 
1976), 41 FR 13422 (1976), NYSE (File No. SR-NYSE- 
76-2), noticed in Securities Exchange Act Release No. 
12042 (January 23, 1976), 41 FR 5155 (1976), approved 
by order of the Commission in Securities Exchange Act 
Release No. 12242 (March 23, 1976), 41 FR 13422 (1976) 
and (File No. SR-NYSE-76—19), noticed in Securities 
Exchange Act Release No 12215 (March 16, 1976),41 FR 
12101 (1976), approved by order of the Commission in 
Securities Exchange Act Release No. 12244 (March 23, 
1976), 41 FR 13423 (1976); Pacific Stock Exchange, 
Incorporated (File No. SR-PSE-76-10), noticed in Securities 
Exchange Act Release No. 12176 (March 8, 1976), 41 FR 
10975 (1976), approved by order of the Commission in 
Securities Exchange Act Release No. 12245 (March -23, 
1976), 41 FR 13424 (1976); Philadelphia Stock Exchange, 
Inc. (File No. SR-PBWSE-76-11), noticed and approved by 
order of the Commission in Securities Exchange Act 
Release No. 12281 (March 29, 1976), 41 FR 14800 (1976). 


22 See Amex Rule 5; Boston Stock Exchange Rules, Chap- 
ter II, Section 23; Chicago Board Options Exchange Rule 
6.49; Cincinnati Stock Exchange By-Laws, Section 26; 
Midwest Stock Exchange Rules, Article XVII, Rule 9; 
NYSE Rule 390; Pacific Stock Exchange Rule XIII; Phil- 
adelphia Stock Exchange Rule 132. 
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those securities over-the-counter.2° Finally, certain 
exchanges have separate off-board trading restrictions 
for different categories of listed securities.24 


B. Developments Following Adoption of Rule 19c-1 


As noted above, the Commission announced in the 
December Release that it would reconsider its 1975 
decision to permit exchanges to retain off-board 
principal restrictions this year in the context of 
progress in the interim toward a national market 
system .25 


While Section 11A(a)(2) of the Act [15 U.S.C. 
78k-1(a)(2)] directs the Commission to facilitate the 
establishment of a national market system in 
accordance with specified Congressional findings and 
to carry out certain enumerated statutory objectives, 
the term ‘‘national market system’’ is not specifically 
defined in the Act, and the Act does not explicitly 
require implementation of any specific elements as 
part of such a system.2® Rather, the term national 





23 See, e.g., Boston Stock Exchange Constitution, Article 
XXV; Cincinnati Stock Exchange By-Laws, Section 26(g); 
Philadelphia Stock Exchange By-Laws, Article XXIII; 
Pacific Stock Exchange Rule XII, Section 7(a) and Rule 
XIII, Section 1(c). See a/so September Report, supra note, 
Appendix C, at C-20—C29. 


24 See, e.g., Amex Rule 5 (stocks and rights) and Rule 6 
(bonds); NYSE Rule 390 (stocks), Rule 395 (rights) and 
Rule 396 (bonds). See a/so Sepember Report, supra note 
3, Appendix B, at B-63—B-68; Appendix C, at C-1—C-9. 


In addition, the Commission recently approved a rule 
proposal of the Pacific Stock Exchange (File No. SR-PSE- 
77-14) rescinding its off-board principal restrictions with 
respect to securities not listed on any exchange as to 
which unlisted trading privileges are extended by that 
exchange pursuant to Section 12(f) (1) (C) of the Act [15 
U.S.C. 78/ (f) (1) (c)]. See Security Exchange Act Release 
Nos. 13618 (June 10, 1977),._FR (1977), and 
13656 (June 22, 1977),___ FR ____(1977), respectively. 





Whether rescission of those restrictions is sufficient to meet 
the standards of Section 12(f)(2) of the Act is among the 
issues to be addressed by interested persons in hearings on 
whether an application by that exchange for such unlisted 
trading privileges should be granted. See Securities Ex- 
change Act Release No. 13658 (June 22, 1977), FR 
(1977). See also Securities Exchange Act Release 
No. 13657 (June 22,1977),__FR (1977). 











25 December Release, supra note 1, at 28. 


26See S. Rep. No. 94-75, Report to Accompany S. 249, 
94th Con., 1st Sess. 8-9 (1975). 
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market system is used as a comprehensive reference 
to those regulatory and technological steps which the 
Commission and the securities industry must take in 
order to integrate the mechanisms for trading 
qualified securities?” and the trading behavior of 
investors and securities professionals in order to 
achieve a nationwide interactive market system.2® In 
this regard a number of events affecting the 
development of a national market system have 
occurred since the December Release. These develop- 
ments are discussed below. 


1. Rule 19c-1 experience. Since March 31, 1976, the 
effective date of Rule 19c-1 under the Act, exchange 
members have been permitted to effect over-the- 
counter transactions as agent in listed equity 
securities. Until January 2, 1977, however, the Rule 
permitted each exchange to continue to require its 
members to satisfy public limit orders on that 
exchange at prices equal or superior to the over-the- 
counter transaction price as a condition to effecting 
any such transaction.2® Rule 19c-1, however, appears 
to have had little impact on the historical patterns of 





27Section 11A(a)(2) of the Act [15 U.S.C. 78k-1(a) (2)] 
provides that 


({t] he Commision, by rule, shall designate the securities or 
classes of securities qualified for trading in the national 
market system from among securities other than exempted 
securities. 


The Commission has not yet proposed or adopted a rule 
designating any securities or classes of securities as ‘‘qual- 
ified’ within the meaning of this section, but is actively 
studying this area. The Commission notes, however, that 
listed equity securities included in the consolidated system, 
for the most part, seem to possess characteristics (including, 
in most cases, national investor interest, multiple forum 
trading and substantial assets and earnings histories) which 
many persons believe justify their inclusion in the ‘‘quali- 
fied’’ category. In addition, listed equity securities 
serve as a good study modei for the Commission’s ultimate 
determination of which securities or classes of securities 
should be defined as “‘qualified’’ for inclusion in the na- 
tional market system. 


28 The Act contemplates a linking of securities market cen- 
ters through communications and data processing facilities 
that foster efficiency, enhance competition, increase the 
availability of information, facilitate the offsetting of in- 
vestor orders and contribute to the best execution of such 
orders. See Section 11A(a)(1)(D) of the Act [15 U.S.C. 
78k-1(a)(1)(D)]. 


2° See note 8 supra. 
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market selection by exchange members acting as 
brokers.3° 


2. Consolidated system. The consolidated system, 
which disseminates last sale prices from all reporting 
markets for equity securities listed on the NYSE and 
for equity and certain debt securities listed on the 
Amex (plus certain regional listings) nationally on a 
current and continuous basis, became fully operational 
on April 30, 1976.51 Completion of the final stage of 
the consolidated system made last sale information in- 
cluded in that system available through interrogation 





39 Reports furnished to the Commission by the New York 
Stock Exchange, Inc. (“NYSE”) indicate that, for the 
period from March 31 through December 31, 1976, NYSE 
members effected only 89 transactions, involving an aggre- 
gate of approximately 500,000 shares of NYSE-listed secur- 
ities, over-the-counter. During the same period, reports fur- 
nished by the American Stock Exchange, Inc. (“Amex’’) 
indicate that its members effected approximately 1,600 
agency transactions (including approximately 400 odd-lot 
executions), involving an aggregate of approximately 
1,900,000 shares, over-the-counter. These reports are 
included in Commission File No. 4-180. 


While a substantial number of the off-board transactions 
reported by the NYSE exceed 1,000 shares, 75 percent of 
the off-board transactions reported by the Amex involved 
500 shares or less. Following January 2, 1977, when the 
limit order book clearance requirement permitted by Rule 
19c-1 expired, exchanges generally ceased compiling mem- 
ber reports of such transactions and, accordingly, the Com- 
mission has no detailed information as to the extent of 
over-the-counter agency trading by exchange members after 
that date. While the Commission has no reason to believe 
that there has been any substantial increase in such trading 
since January 2, 1977, the Commission specifically invites 
exchanges and others to comment or supply any relevant 
data they may have in this regard to the Commission for its 
consideration in connection with this proceeding. 


In addition, in conjunction with rule changes necessary to 
comply with Rule 19c-1, certain exchanges clarified the 
scope of their remaining off-board trading restrictions to 
indicate that such restrictions do not apply to transactions 
in listed securities, as either principal or agent, effected 
any foreign exchange, or outside of exchange trading hours, 
over-the-counter in any foreign country. See, e.g., NYSE 
Rule 390, Supplemental Material, at paragraph .10. As a re- 
sult of this clarification, NYSE members apparently have 
increased their participation in foreign trading markets for 
listed securities. See NYSE letter of comment on proposed 
Rule 17a-3(a)(9) (April 29, 1977) at 8, in Commission File 
Nos. S7-613 and 4-180. 


31 See Securities Exchange Act Release No. 12138 (Febru- 
ary 25, 1976). 


devices on a real-time basis regardless of transmission 
delays in the consolidated system low speed ticker 
network caused by high volume. Development and 
implementation of the consolidated system, achieved 
through the joint action of the self-regulatory 
organizations, has provided a useful experience in suc- 
cessful collective industry action to implement national 
market system facilities.*? 


3. Composite quotation system. Since 1972, the 
Commission has encouraged industry development of 
a nationwide system for comprehensive disclosure of 
quotations in listed securities from all markets on a 
current and continuing basis (‘‘composite quotation 
system’’). Limited prototypes of such a system are 
available and in some use today.2? On June 14, 1977, 
the Commission published a revised form of proposed 
Rule 11Ac1-1 under the Act [17 CFR §240.11Ac1-1] to 
require self-regulatory organizations to collect from 
their members bids, offers and quotation sizes with 
respect to all listed equity securities reported in the 
consolidated system (‘‘reported securities’’).24 Pro- 
posed Rule 11Ac1-1, if adopted, would require 
quotation information to be disseminated in accor- 
dance with the Rule by January 1, 1978. Accordingly, 
the Commission anticipates that various competitive 
composite quotation services utilizing the information 





32Section 11A(a)(3) of the Act [15 U.S.C. 78k-1(a)(3)] 
authorizes the Commission, in furtherance of the statutory 
directive to facilitate the establishment of a national market 
system, by rule or order 


to authorize or require self-regulatory organizations to act 
jointly with respect to matters as to which they share au- 
thority under [the Act] in planning, developing, operating, 
or regulating a national market system (or a subsystem 
thereof) or one or more facilities thereof .... 


33The National Association of Securities Dealers, Inc. 
(“NASD”), commencing in January, 1977, has offered a 
composite quotation service for multiply traded NYSE- 
listed securities as an adjunct to its NASDAQ quotation col- 
lection and dissemination service for over-the-counter secu- 
rities. The NASD composite quotation service provides a 
montage of bid and offer prices (without size) from most 
exchanges and some third market makers. Institutional 
Networks Corporation, in conjunction with its “Instinet”’ 
block trading system, provides a montage of bid and offer 
prices from exchange markets. GTE Information Systems, 
Inc. provides composite quotation information of a more 
limited nature (e.g., the best bid price and best offer from 
any market included in its system). 


34 Securities Exchange Act Release No. 13626 (June 14, 
1977), FR (1977). See also Securities Exchange 
Act Release No. 12670 (July 29, 1976), 41 FR 32856 
(1976). 
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required to be made available pursuant to the Rule 
will be offered to market professionals promptly after 
that date. 


4. National system for clearance and settlement. 
Complementing the national market system mandate 
of Section 11A of the Act, Section 17A [15 U.S.C. 
78q-1] directs the Commission to facilitate the 
establishment of a national system for the prompt and 
accurate clearance and settlement of securities 
transactions.2> The Commission recognizes that the 
existence of such a system is a prerequisite to full 
operation of a national market system. 


Since December 1, 1975, the Commission has granted 
limited registration to 11 clearing agencies and ap- 
rproved clearing agency rule submissions establishing 
satellite facilities and. interfaces between clearing 
agencies and expanding the list of issuers eligible for 
clearance and settlement through clearing agencies. In 
granting registration as a clearing agency to the 
National Securities Clearing Corporation (‘‘NSCC’’), 
the Commission has imposed, as a condition to 
registration, NSCC’s establishment of full interfaces 
(without interface fees) with other clearing agencies 
and depositories.2® Recently, the Commission 
requested comment on proposed standards to be 
applied by the Commisson in granting full registration 
to clearing agencies?” and adopted rules governing 
the performance of transfer agent functions.*® 


The Commission believes that, as a result of actions 
taken to date and currently being taken, the absence 
in the immediate future of a nationwide clearance and 
settlement network is not central to our consideration 
of whether to take steps now to require removal of re- 
maining off-board trading restrictions. Fulfillment of 
the conditions to the NSCC registration, completion of 
other clearing agency registrations in accordance with 
the Commission’s proposed registration standards and 
the assurance of predictable and timely transfer agent 
performance, however, should enable a broker or 
dealer to clear and settle, promptly and efficiently, all 
its securities transactions through the clearing agency 





35 See Section 17A(a)(2) of the Act [15 U.S.C. 78q-1(a) 
(2)). 


36 See Securities Exchange Act Release No.13163 (January 
13, 1977), 42 FR 3916 (1977). NSCC is the sucessor to the 
Amex, NASD and NYSE clearing corporations. 


37Securities Exchange Act Release No. 13584 (June 1, 
1977), 42 FR 30065 (1977). 


3®Securities Exchange Act Release No. 13636 (June 16, 
1977) ,..= FR (1977). 
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of its choice, regardless of the market in which the 
transaction occurs or the identity of the other party to 
the transaction. Accordingly, while the elements of a 
national system for clearance and settlement are not 
yet fully in place, the Commission anticipates that 
brokers and dealers will be able in the near future to 
route their orders in pursuit of the best price offered in 
any market for listed equity securities without 
incurring significantly different clearance and settle- 
ment costs. 


5. Market center competition. Since before issuance 
of the December Release, market centers have en- 
gaged in increasingly intense competition for order 
flow, competition the Commission believes has been 
enhanced by removal of exchange rules fixing rates of 
commissions and floor brokerage effective May 1, 
1975, and May 1, 1976, respectively.°® In addition to 
the direct impact of that action on rates charged to 
customers for brokerage services (and on_ floor 
brokerage rates), removal of fixed commission rates 
seems to have spurred exchanges to experiment with 
various new kinds of automated order routing and 
execution services to better serve their members and 
attract new business.4° These services represent a 
response to increasing competitive pressure.on market 
centers to offer cheaper and more flexible facilities for 
executing securities transactions in the most efficient 
way. 


In a separate development, the NYSE and the Amex 
rescinded their ‘‘New York City’’ rules (which, in sub- 
stance, prohibited members of each exchange from 
trading listed securities of that exchange on the other 





39 See Section 6(e) of the Act [15 U.S.C. 78f(e)] . See a/so 
Rule 19b-3 under the Act [17 CFR §240.19b-3] , adopted 
in Securities Exchange Act Release No. 11203 (January 
23, 1975), 40 FR 7394 (1975), and the five Commission re- 
ports to the Congress, pursuant to Section 6(e)(3) of the 
Act, concerning the effect of the absence of fixed rates of 
commissions, cited infra at 984. 


40°F 9., automated order routing systems are operating on 
the Amex (“PER”) and NYSE (“DOT”); such systems are 
also operating on the Pacific (““COMEX”) and Philadelphia 
(“CENTRAMART”) Stock Exchanges. The Midwest Stock 
Exchange operates a proprietary order routing system 
(“Signet 80’), which interfaces both with its floor and the 
NYSE. COMEX and CENTRAMART also provide execu- 
tion of orders introduced to those systems in accordance 
with a specified formula. The Midwest Stock Exchange also 
makes available a formula pricing mechanism (“MAX”). 
For other developments, see market linkage discussion infra 
at 955-956. 
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exchange),41 and today those exchanges compete 
directly in several dually traded issues. In addition, 
competition between two specialist units developed at 
one post on the floor of the NYSE during 1976,4? and 
that exchange has indicated that it is actively engaged 
in considering steps to encourage additional market 
making competition on its floor. Finally, the NYSE is 
considering certain access proposals which would 
modify the existing ‘‘seat’’ concept of membership 
permitting electronic and physical access to the NYSE 
trading floor to any broker-dealer willing to pay an 
annual fee.43 


6. Industry market linkage initiatives. In the 
December Release, the Commission indicated its 
belief that the securities industry would take prompt 
steps to develop any facilities considered necessary to 
minimize or eliminate any adverse consequences of 
subsequent Commission action requiring removal of 
off-board principal restrictions.44 Responding to this 
charge, the National Market Association (‘‘NMA’’)4> 
has, since September, 1976, sought industry support 
for a proposal to contruct an electronic inter-market 
order routing facility, called the Intermarket Execution 
System (‘‘IME’’). The IME would permit orders to be 
routed directly from one market to another.4® The 
Commission understands that the proposed IME is 
intended to enhance competition among market 
centers for reported securities and provide a means for 
increased protection of limit orders. While discussion 
continues, the NMA has been unable thus far to 
secure agreement among self-regulatory organizations 
with respect to trading rules to be applicable to the 





41 See Securities Exchange Release Nos. 12717 (SR-AMEX- 
76-17, August 19, 1976), 41 FR 36094 (1976), and 12859 
(SR-NYSE-76-47, October 4, 1976), 41 FR 47121 (1976). 


42Certain allegations, however, that this development oc- 
curred for reasons which are anti-competitive are presently 
before the Commission. See /n the Matter of Kingsley, 
Boye & Southwood, Inc., Commission File No. 3-5146. 


43 See Report by the NYSE Committee on Access, Achiev- 
ing Greater Access to the New York Stock Exchange 
(December, 1976). 


44 See December Release, supra note 1, at 28. 


45The NMA is an informal industry group, comprised of 
representatives of the prinicipal exchanges and the NASD, 
brought together under the sponsorship of the Securities 
Industry Association. 


46 See NMA, Intermarket Execution System Discussion 
Paper (April, 1977). 


IME system. Unless such agreement is forthcoming, it 
would appear unlikely that any such system will be 
implemented on a voluntary basis without Commisson 
intervention. In addition to the NMA’s deliberations, 
certain regional exchanges are discussing possible 
applications of the technology developed for the 
Weeden Holding Automatic Market (‘‘WHAM’’)4? to 
a linkage of at least those exchanges into an integrated 
electronic trading system. 


The Commission has considered whether the develop- 
ments described above (and related changes in the 
markets) have reduced the burdens on competition re- 
presented by off-board principal and remaining 
off-board agency restrictions, or in any way have 
demonstrated tat the purposes of the Act would be 
furthered by permitting such restrictions to remain in 
effect for a transitional period pending full 
implementation of a national market system. In 
particular, the Commission has considered whether 
securities industry efforts to develop new facilities for 
trading listed securities in a manner calculated to 
speed progress toward a national market system have 
proceeded in such a way as to warrant further delay in 
removing remaining off-board trading restrictions. 


Although the developments discussed above indicate 
that some progress toward the realization of a national 
market system has occurred since adoption of Rule 
19c-1 under the Act in December, 1975, it appears 
that, with the exception of the substantial achieve- 
ments in the area of clearance and settlement, efforts 
by the private sector to achieve the type of linking of 
market, integration of order flow and enhanced com- 
petition envisioned by the Congress when it enacted 
the 1975 Amendments have not yet succeeded to the 
extent anticipated by Congress.4® Certainly, the steps 
taken thus far by the securities industry have not 
demonstrated that elimination of remaining off-board 
trading restrictions should be further deferred in the 
hope that, under current circumstances, self-regula- 
tory organizations and market professionals will, 
without further economic or regulatory compulsion, 
subordinate what they believe to be their separate and 





47\WHAM is an electronic trading system in use on the Cin- 
cinnati Stock Exchange with respect to a limited number of 
utility securities. The WHAM facility has many of the char- 
acteristics of a composite limit order book. See December 
Release, supra note 1, at 47 et seq., and Securities Ex- 
change Act Release No. 12159 (March 2, 1976). Institu- 
tional Networks Corporation also has developed a proto- 
type system, designated “Unimart’’ contemplating auto- 
mated intermarket trading. 


48 See Sections 11A(a)(1)(C) and (D) of the Act [I5 U.S.C. 
78k-1(a)(1)(C), 78k-1(a)(1)(D)] . 
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private interests and work collectively, utilizing and 
building upon the systems initiatives discussed above, 
to achieve the kind of market linkage contemplated by 
Section 11A of the Act. However, the Commission con- 
tinues to believe that future development of such 
linkage would substantially eliminate any remaining 
concern that removal of those restrictions might have 
adverse consequences.*® 


Elimination of burdens on competition, particularly 
those which impede progress toward the implemen- 
tation of anational market system, is an essential task 
of the self-regulatory organizations and the Commis- 
sion.5° Accordingly, while questions continue to be 
raised concerning certain possible adverse conse- 
quences of eliminating remaining off-board trading 
restrictions,> ! the Commission believes that, because 
those restrictions represent burdens on competition 
which do not appear necessary or appropriate in 
furtherance of the purposes of the Act, it must now 
establish a firm date for elimination of those restric- 
tions. 





49 See December Release, supra note 1, at 27. See a/so dis- 
cussion infra at 962-964. 


°°Sections 6(b)(8) and 15A(b)(9) of the Act [15 U.S.C. 
78f(b)(8), 780-3(b)(9)] provide that no exchange or asso- 
ciation of brokers and dealers (as the case may be) may be 
registered with the Commission as a national securities ex- 
change or national securities association unless the Commis- 
sion determines that the rules of the exchange or associ- 
ation (as the case may be) “‘do not impose any burden on 
competition not necessary or appropriate in furtherance of 
the purpose of [The Act].’’ In addition, among the Con- 
gressional findings underlying the Act’s directive to the 
Commission to facilitate the establishment of a national 
market system, is that 


[i] t is in the public interest and appropriate for the protec- 
tion of investors and the maintenance, of fair and orderly 
markets to assure — ... . (ii) fair competition among 
brokers and dealers, among exchange markets and between 
markets and markets other than exchange markets; . . . 


Section 11A(a)(1)(C)(ii) of the Act [15 U.S.C. 
(C)(ii)] . See also Section 11A(c)(4) of the Act [15 U.S.C. 
78k-1(c)(4)]. 


With respect to the ways in which competition is impeded 
by exchange off-board trading rules, the Commission’s-de- 
termination that such rules impose burdens on competition, 
and objectives of the Act, see December Release, supra note 
1, at 5-12, 17, 29-30; September Release, supra note 3, at 
3, 14-32. See also discussion infra at 956-957. 


51 See discussion infra at 958-960, 964-966. 
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Persons believing that progress since adoption of Rule 
19c-1 toward greater competition in the securities 
industry or toward a national market system demon- 
strates either that off-board trading restrictions no 
longer represent burdens on competition or that such 
restrictions should be retained to further the purposes 
of the Act, including the development of a national 
market system, should present views, data and 
arguments for the Commission’s consideration. 


Ill. Commission Determination 
Proceeding 


to Commence a 


The Commission continues to believe that exchange 
off-board trading restrictions impose burdens on 
competition. Off-board principal restrictions impose 
significant burdens on competition by. effectively pre- 
venting exchange members other than specialists from 
competing with specialists and over-the-counter 
market makers in the business of making two-sided, 
round-lot markets in exchange-listed securities.> 2 
Consequently, as presently in effect, off-board 
principal restrictions deprive the securities markets of 
the benefits which might otherwise accrue from 
enhancement of competition among market makers 
and the commitment of additional capital and profes- 
sional skill to market making function.>4 


Off-board principal restrictions also impose burdens 
on competition by preventing exchange members from 
executing their customers’ orders in-house as princi- 
pal, by simply filling customers’ orders from investory 
accumulated as a result of market making or 
otherwise.54 In addition, these restrictions also pre- 
clude members from executing orders periodically for 
their own accounts off-board with third market- 
makers, with institutions or with other members, 
either for investment purposes or in connection with 
positioning a portion of a larger block transaction.5> 


Remaining off-board agency restrictions impose bur- 
dens on competition by precluding persons other than 
third market makers or non-member block posi- 
tioners—such as third market brokers—from com- 
peting for order flow in listed equity securities.>® In 
addition, the existing prohibition on ‘‘in-house’’ 
agency crosses prevents certain firms, and their 





52 See December Release, supra note 1, at 17; September 
Release, supra note 3, at 21. 


53 See December Release, supra note 1, at 17. 
54 See id. 
55 See id. 


56 See discussion infra at 972. 
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customers, from realizing benefits from possible effi- 
ciencies in order execution and from the development 
of new trading strategies advantageous to cus- 
tomers.57 


The determination that exchange off-board trading re- 
strictions constitute burdens on competition creates a 
presumption under the Act favoring their removal.>® 
As indicated above,°® the Act, as amended by the 
1975 Amendments, contains explicit prohibitions 
against adoption of any Commisson rule or retention 
or approval of any rule of a_ self-regulatory 
organization which imposes a burden on competition 
‘not necessary or appropriate in furtherance of the 
purposes of [the Act].’’®° In addition, as indicated 
above, the 1975 Amendments directed the Commis- 
sion to focus specifically on the possible effects on 





57See December Release, supra note 1, at 7, 38-39; dis- 
cussion infra at 972-973. With respect to remaining off- 
board agency restrictions, the Commission tentatively 
found in the December Release that the “‘in-house”’ cross 
prohibitions imposed by remaining off-board agency re- 
strictions may not be significantly anticompetitive. Upon 
further review, however, the Commission is inclined to 
conclude that the burdens on competition imposed by 
those prohibitions are sufficient, in view of the purposes 
of the Act, to require removal, at least with respect to 
reported securities. 


58 See, e.g., Sections 6(b), 11A(a) and 11A(c) of the Act 
[15 U.S.C. 78f(b), 78k-1A(a) and 78k-1A(c)]. Having de- 
termined that off-board trading restrictions do represent a 
significant burden on competition, the legal question posed 
by Section _11A(c)(4)(A) of the Act is whether, never- 
theless, those restrictions “‘appear to the Commission to be 
necessary or appropriate in furtherance of the purposes 
of” the Act. The December Release specifies numerous pos- 
sible consequences of removing off-board principal restric- 
tions which might adversely affect the fairness and order- 
liness of the markets for listed securities (e.g., fragmen- 
tation, increased potential for overreaching, etc.). The 
Commission’s task is to balance the benefits which may be 
expected to accrue from removal of remaining off-board 
trading restrictions against any possible risks of adverse 
consequences flowing from that action in the context of 
the Act’s standards and purposes. See Section 23(a)(2) 
of the Act [15 U.S.C. 78w(a)(2)] and S. Rep. No. 94-75, 
Report to Accompany S. 249, 94th Cong., 1st Sess. 12-14 
(1975). See also discussion of the Act’s regulatory ob- 
jectives in the context of off-board trading restrictions in 
the December Release, supra note 1, at 7-13. 


59 See note 58 supra. 


6° See Sections 6(b)(8), 15A(b)(9) and 23 (a)(2) of the 
Act [15 U.S.C. 78f(b)(8), 780-3(b) (9), 78w] . 





competition of exchange off-board trading rules and to 
commence a proceeding in accordance with the pro- 
visions of Section 19(c) of the Act to ‘‘amend any such 
rule imposing a burden on competition which does not 
appear to the Commission to be necessary or appro- 
priate in furtherance of the purposes of [the Act].’’&1 
Accordingly, in light of the Commission’s prior deter- 
mination and continuing belief that remaining ex- 
change off-board trading restrictions impose burdens 
on competition, the Act requires that, absent an af- 
firmative demonstration that retention of such restric- 
tions is necessary or appropriate to further the pur- 
poses of the Act, (i) off-board principal restrictions 
and remaining off-board agency restrictions on 
‘‘in-house’’ agency cross transactions applicable to 
reported secur.ties,®? and (ii) all other remaining 
off-board agency restrictions applicable to listed equity 
securities, must be eliminated.®? 


Accordingly, the Commission is publishing for 
comment, in connection with the proceeding, proposed 
amendments to Rule 19c-1 and proposed rule 19c-2, to 
be adopted pursuant to Section 19(c) of the Act, which 
would eliminate all off-board principal restrictions and 
remaining off-board agency restrictions with repsect to 
reported securities and would eliminate those re- 
maining off-board agency restrictions applicable to 
transactions other than ‘‘in-house’’ cross transactions 
for all listed equity securities. °4 





®1Section 11A(c)(4)(A) of the Act [15 U.S.C. 78k-1(c) 
(4)(A)]. 


62See definition of “reported securities” supra at 953; 
note 156 infra. See also discussion infra at 106 et seq., 
as to the Commission’s reasons for its current belief that it 
may be appropriate to confine removal of off-board prin- 
cipal and remaining off-board agency restrictions appli- 
cable to “in-house” cross transactions to reported securi- 
ties. 


63 Rule 19c-1 under the Act, which removed certain off- 
board trading restrictions applicable to agency transactions, 
only requires exchanges to permit members to effect agen- 
cy transactions in listed equity securities off-board with 
third market makers and non-member block positioners. 


64 See the proposed amendments to Rule 19c-1 and pro- 
posed Rule 19c-2 infra at 980-981. Remaining off-board 
agency restrictions which preclude members from ef- 
fecting ‘‘in-house’’ agency crosses in reported securities 
and all off-board principal restrictions applicable to such 
securities would be eliminated as of January 1, 1978, if 
proposed Rule 19c-2 is adopted; all other remaining off- 
board agency restrictions applicable to listed equity secur- 
ities would be liminated immediately upon the effective- 
ness of the proposed amendments to Rule 19c-1. 
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Persons commenting on the proposed amendments to 
Rule 19c-1 and proposed Rule 19c-2 should note that, 
in light of the burdens on competition apparently re- 
presented remaining off-board trading restrictions, the 
burden is on those who would retain such restrictions 
to demonstrate that such restrictions are ‘‘necessary 
or appropriate in furtherance of the purposes of [the 
Act].’’ Persons attempting to so demonstrate shou!d 
indicated with particularity the ways in which the pur- 
poses of the Act are furthered by off-board trading re- 
strictions and the relative merits of off-board trading 
restrictions as a means of fulfilling those purposes, in 
light of any burdens on competition which such re- 
strictions represent, compared to other available 
alternatives (including those discusses below in 
connection with concerns over fragmentation and over- 
reaching). 


As discussed in the December Release, questions 
continue to be raised concerning the need for and the 
practicability of implementing measures which, after 
off-board trading restrictions are removed, would 
(i) preclude or minimize the possibility that member 
firms may take advantage of their customers when 
they effect transactions in listed securities with them 
as principal (‘‘overreaching’’) and (ii) minimize any 
adverse consequences which might occur as a result of 
such dispersion of order flow away from existing 
market centers as may reasonable be expected 
(‘‘fragmentation’’). The Commission, however, is of 
the view that any adverse impact on the markets or on 
investors resulting from any increase in fragmentation 
or any new temptation to engage in overreaching can 
be minimized or eliminated either through the 
operation of competitive forces or additional Commis- 
sion regulatory action (or a combination of both), and 
that these concerns do not necessarily preclude 
prompt removal of off-board trading restrictions to the 
extent contemplated by the Commission’s proposed 
amendments to Rule 19c-1 and proposed Rule 19c-2. 


Nevertheless, the Commission is particularly inter- 
ested in receiving comment on (i) the expected con- 
sequences of any such additional fragmentation as 
may reasonably be expected to occur as a result of re- 
moving off-board trading restrictions, and the ways in 
which those consequences should be addressed, 
assuming they can be demonstrated to be adverse; ®* 
and (ii) feasible steps commentators believe should 
be taken to assure that, following the elimination of 
off-board trading restrictions, there will exist a trading 
environment, subject to adequate surveillance -and 
governed by appropriately equal regulation, affording 
a fair field of competition among market centers, 





°° See discussion of fragmentation infra at 958 et seq. 
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market makers and customers.® Finally, with repsect 
to overreaching, the Commission is proposing for 
comment four alternative versions of Commission 
rules imposing express obligations on dealers who 
effect over-the-counter principal transactions in re- 
ported securities with certain categories of persons.®? 


A. Fragmentation 


In the December Release, the Commission indicated 
that is intended to devote further study to whether 
removal of off-board principal restrictions would con- 
tribute substantially to fragmentation of the markets, 
and, if so, whether Commission action to require de- 
velopment of acomposite limit order book (‘‘composite 
book’’) or some other Commission regulatory initiative 
would be appropriate to ameliorate the effects of such 
increased fragmentation.®® Potential fragmentation 
resulting from removal of off-board principal restric- 
tions was discussed in the December Release in 
several contexts in light of the likelihood that 
increased over-the-counter market making would 
divert order flow in listed securities from existing 
market centers (including, particularly, the primary 
exchanges). The Commission gave particular attention 
to (i) the possibility that such a diversion of order 
flow, combined with an increase in the number of 
over-the-counter market makers in listed securities, 
would impair pricing efficiency, and (ii) the possibility 
that the quality of brokerage services generally, in 
terms of brokers’ ability to seek out and achieve ‘‘best 
execution’’ of customer orders, would be adversely 
affected by the proliferation of market centers to which 
orders might be directed.® 


In addition, while the December Release focused on 
the problem of diminishing the opportunity for public 
orders to be executed without the participation of a 
dealer?° (and the correlative problem of limit order pr- 
tection) primarily in the context of liberalizing 
off-board agency restrictions,’’ similar concerns were 





66See discussion of equal regulation and surveillance infra 
at 968 et seq; 


®7 For the reasons discussed infra at 979-980, the Commis- 
sion’s proposed alternative forms of overreaching rules 
would apply only to reported securities. 

68 December Release, supra note 1, at 27-28. 

69° See December Release, supra note 1, at 19, 20, 24. 


7° See Section 11A(a) (1) (C) (v) of the Act. 


71 December Release, supra note 1, at 34, 43-44, 46. 
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expressed in the Commission’s analysis of off-board 
principal restrictions. ?? 


The Commission has devoted further study to the 
question of fragmentation in light of the continuing 
evolution of the trading markets (and the particular 
developments discussed above) and the views of 
interested commentators—including those of the 
NMAB—concerning a composite quotation system, a 
composite book, and related matters. 79 


While the possibility of further fragmentation of the 
markets remains a matter of concern, it has not been 
demonstrated to the Commission’s satisfaction that a 
significant increase in fragmentation is an unavoidable 
by-product of Commission action to free the trading 
markets of the burdens on competition represented by 
off-board principal restrictions. In addition, if a 
significant increase in fragmentation is indeed more 
than a mere theoretical possibility, the Commission 
does not yet perceive why, as discussed below, the ad- 
verse effects of any such increase would not be pre- 
vented or ameliorated as a natural consequence of 
competitive forces in the market place. Finally, if com- 
petitive forces alone (considered in light of evolving 
information and order routing systems) are insufficient 
to combat those effects, regulatory initiatives, such as 
rules imposing new duties on brokers and dealers’ or 
compelling development of a composite book, would 
presumably be adequate to address that problem. 
Moreover, the purposes of the Act to be fulfilled by 
eliminating off-board principal restrictions and the 
benefits which would be conferred on the markets by 
encouraging additional market making competition 
appear sufficiently clear to outweigh such adverse 
effects of increased fragmentation as may reasonably 
be expected to occur. 


Concerns over increased market fragmentation, in the 
Commission’s view, continue to fall generally into two 
broad categories—the adverse impact of such 
development on market efficiency and on the 
‘‘fairness’’ of our existing market mechanisms. These 





72 Iq, at 25, 27. 


73 See discussion supra at 950-956; see a/so letter from the 
NMAB to the Chairman and the Commissioners of the 
Securities and Exchange Commission, dated January 
28, 1977 (““NMAB CLOB Letter’’); comments contained in 
Commission File No. S7-619. Requests for comment 
regarding the development and implementation of a com- 
posite bbok were made in the December Release, supra 
note 1, at 52, and in Securities Exchange Act Release 
No. 12159 (March 2, 1976). 


74 See discussion infra at 974 et seq. 


concerns seem to proceed from the assumption that, 
since removal of off-board principal restrictions will! 
increase opportunities for upstairs market making by 
member firms, these opportunities will be seized by at 
least some of them (particularly well-capitalized 
integrated firms), and a significant portion of the order 
flow presently directed to exchange markets, espe- 
cially the primary markets, will be withheld from those 
markets and internalized by firms electing to trade 
against that order flow as dealers. 75 


With respect to both market efficiency and ‘‘fairness,’’ 
it is argued by some that the dispersion of order flow 
resulting from removal of off-board principal restric- 
tions will adversely affect the manner in which orders 
are executed and the pricing mechanism afforded by 
the markets in their present form.’® First, because of 
an anticipated proliferation of market centers in which 
transactions could be effected, it is suggested that 
brokers seeking to execute customer orders will find it 
more difficult to discover and obtain the most 
favorable price for their customers. A consequence of 
that greater difficulty, some believe, will be to force 
brokers either to incur, and pass on to customers, in- 
creased costs in the conduct of their execution 
activities (generated, for example, by the need to 
utilize new and complex communication facilities to 
monitor and attain rapid access to the various new 
market centers), or to ignore certain types of market 
centers. As a result, it is argued, either brokerage 
costs for execution of small retail orders will rise or 
certain kinds of orders, particularly orders of retail 
customers, may not be executed at the most favorable 
prices obtainable (and, indeed, may be executed at 
less favorable prices than is the case today). 


In addition, it is argued that prices for listed securities 
will be less likely to reflect a prompt and complete 
assessment of current value by ail buying and selling 
interest if order flow in those securities is further dis- 
persed and, therefore, that such prices would be de- 
termined in a less efficient manner than is now the 
case. A related concern is that the existing price 
leadership role performed by the primary exchange 
markets would be lost or diminished, resulting in 
wider price variations in securities transactions 
(particularly as to transactions occurring in the smaller 
regional exchange markets) and in wider ‘‘spreads’’ 
between bid and asked prices generally. 


Finally, there is concern that removal of off-board 
principal restrictions and the resulting dispersion of 
order flow would eliminate market efficiencies which 
result today from the interaction of orders collected 





75 See NMAB Off-Board Letter, supra note 17 


76 See id. at 4. 











to ‘‘lay off’? unwanted long and short positions) than is 
now the case.?® jn particular, such enhanced compe- 
tition under conditions permitting relatively easy entry 
into market making may not only preserve existing 
levels of pricing efficiency, but elevate them, exerting 
greater discipline on price levels (in view of real-time 
national disclosure of quotations and completed trans- 
action prices) than is possible in an environment 
where such competition is impeded by, among other 
things, off-board principal restrictions. 


If order interaction based on price and time priority 
deteriorates in a significant way after removal of 
off-board principal restrictions, or if efficient pricing of 
such orders is not otherwise maintained, the 
Commission may have to take special action to 
counteract those developments (e.g., by requiring de- 
velopment of acomposite book). Such a decision, how- 
ever, must take into account arguments to the effect 
that, whatever benefits may be perceived as flowing 
from the queuing of orders based on auction principles 
(i.e., time and price priority), non-professional use of 
and access to present exchange systems which 
maintain such queues, and, very possibly, more 
elaborate electronic queuing systems which may be 
needed to perfect such queuing, may involve such 
heightened transaction costs, compared to the 
transaction costs inherent in a competitive dealer 
system not burdened by the expenses associated with 
maintenance of an aucton queue, that the economic 
value of those apparent benefits is immaterial or non- 
existent. 


Quite independent of the need for the Commission to 
take special steps to preserve auction principles and 
efficient pricing, the Commission exepcts that, since 
efficient pricing of small order and fair treatment of 
customers is important to serving customers of market 
professionals, the securitites industry itself, acting 





2° Competition among dealers and markets today seems 
to be most intense only when it is possible for dealers to 
attract more orders (/.e., to influence brokers’ decisions in 
selecting among markets and, thus, decisions as to where 
they send their order flow) by offering better prices or 
demonstrating greater depth and liquidity, or offering lower 
execution costs. Under current circumstances, however, 
market professionals apparently believe that once brokers 
have selected a market for execution of orders (particu- 
larly small orders) that decision will not be changed merely 
because, at some subsequent time, another market occa- 
sionally offers more favorable prices. Competition for order 
flow among the regional exchanges, the third market and 
the NYSE seems to demonstrate that price competition, 
under the current market environment, has had only a 
limited influence on broker behavior; commentators with 
contrary views should present the bases for those views 
in the course of this proceeding. 
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along or in concert with the various self-regulatory 
organizations, will be able and will have the incentive 
to develop appropriate means of preserving or 
enhancing those principles and ensure continued effi- 
cient pricing of orders after off-board principal restric- 
tions are removed (if such action is necessary).91 
Certain market linkage proposals, such as the NMA’s 
IME order routing mechanism, and_ prototype 
electronic trading systems, such as WHAM and 
Unimart, represent at least initial steps toward in- 
dustry development of one or more systems to capture 
and achieve interaction among both professional and 
non-professional orders in listed securities on a 
national basis (with varying degrees of importance 
being accorded notions of time and price priority). If 
these initiatives aré perceived generally by brokers, 
dealers and investors as valuable contributions to the 
trading markets of the future (as the Commission 
would anticipate), the Commission would expect that 
they will be improved and used on an increasingly fre- 
quent basis by those in the business of attracting order 
flow as dealers or of serving others as brokers, as a 
general business matter as well as in response to per- 
ceptions of professional responsibility. 


Similar considerations, in the Commission’s view, 
apply to concerns about the protection of public limit 
orders. The Commission has previously stated that 


public limit orders and the intended function of the 
specialist’s limit order book have important roles in 
our securities markets, and that displacement of pro- 
posed transactions between securities customers (or 
their brokers) and market makers by such orders, 
under certain circumstances, is appropriate in the 
public interest and for the protection of investors to 
ensure the fairness of the markets and an opportunity 
for public orders to meet without the participation of a 
dealer 92 


In addition, many commentators have deemed pro- 
tection of limit orders an important objective. In this 
regard, the NMAB commented that 


[I]imit orders, which constitute a significant portion of 
the orders placed with respect to listed securities, not 
only serve a useful purpose for investors but also 
contribute to the strength and orderliness of the 





°!To date, however, efforts by the NMA or by the regional 
exchanges acting in concert to develop new systems capable 
of improving order interaction among market centers have 
not proven completely successful, and the NMAB has sug- 
gested that direct Commission action may be needed. 
NMAB CLOB Letter, supra note 73, at 5-6. 


°2 December Release, supra note 1, at 49. 
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market. They. provide depth and liquidity (i) by 
facilitating stabilizing trades (sales in rising markets 
and purchases in falling markets) at prices reasonably 
related to preceding trades, (ii) by facilitating the 
assembly of the opposite side of ‘‘block transactions,’’ 
and (iii) by narrowing the spread between the bid and 
asked. ... Providing. .. protection of limit orders 
would also help to reduce market ‘‘fragmentation’’. . . 
and could serve to enhance competition by affording 
wider access to information about limit orders and a 
greater opportunity for specialists and market makers 
to compete in providing the other side of limit 
orders.93 


Notwithstanding the desirability of limit order pro- 
tection, the Commission does not currently view any 
diminution in such protection which is likely to occur 
from elimination of off-board principal restrictions as a 
reason either to retain such restrictions or defer their 
removal, and believes that the Act requires those who 
would urge their retention (and the burdens on com- 
petition they represent) to demonstrate why, under 
existing circumstances, such additional loss of limit 
order protection would justify that action.24 First, 
although existing exchange mechanisms for the 
storage and execution of limit orders provide a sub- 
stantial degree of protection for such orders, those 
mechanisms (and exchange rules which require use of 
those mechanisms by restricting off-board trading 





93 NMAB CLOB Letter, supra note 73, at 7-8. 


°4 See discussion of the objectives of the Act and of the 
Commission’s responsibilities in connection with removal 
of off-board trading restrictions in December Release, 
supra note 1, at 5-13, 27-28, 46. 


The Commission notes that a substantial number of mem- 
bers or the NMAB believes that 


rules and facilities protecting limit orders to the maximum 
extent practical in a fair and equitable manner should be in 
place prior to the removal of off-board trading restrictions 
[and that] . the Commission should take affirmative 
action to ensure that such rules and facilities are in place 
prior to removal. 


NMAB Off-Board Letter, supra note 17, at 4. On the other 
hand, some members of the NMAB appear to be opposed 
to a Commission mandated limit order protection system 
(and doubt whether any such system is needed). /d. at 9. 
The Commission has considered the viewpoints of the 
NMAB members in arriving at its present view of the need 
for limit order protection and has concluded that consider- 
ation of this issue, and the need for Commission regulatory 
action, should proceed promptly—concurrently with, but 
independent of, any action to amend or abrogate existing 
off-board trading restrictions. 


activity) are unable to provide full protection for such 
orders. 


More importantly, however, the Commission is not yet 
convinced that, in an environment without restrictions 
on off-board trading, brokers, dealers and self-regu- 
latory organizations will fail to take steps to afford 
protection for limit orders equal or superior to that 
available today. In such an environment, market 
centers may develop new means of financing (or, 
simply, may be more willing to grant) guarantees of 
limit orders against executions in other market 
centers.2® Retail firms which determine to begin 
market making and attempt to ‘‘internalize’’ their 
order flow may choose, or find it necessary as a com- 
petitive or pub.ic relations matter, for instance, to pro- 
vide some degree of primary market or consolidated 
system protection for their limit order customers 
(particularly small retail customers) against trans- 
actions at inferior prices.2? Such a development, in 
turn, could encourage primary market specialists to 
provide similar protection to orders which they hold. 


Finally, certain of the initiatives described above, 
aimed at improving order interaction among market 
centers, offer the prospect of enhanced limit order 
protection. For example, the NMA’s proposed IME 
system, as the Commission understands its proposed 
characteristics, would ensure that public limit orders 
in all markets are executed in the event transactions of 
block size take place at prices outside certain 
parameters, regardless of where those blocks are 
traded98 In addition, the WHAM electronic trading 
system, currently operating on a pilot basis through 





95 For example, as noted supra at 961, limit orders may be 
avoided, in whole or in part, as a practical matter, by num- 
ber of techniques, including the execution of a transaction 
on a regional exchange or as agent with a third market 
maker or non-member block positioner. In addition, dual 
members are not required to satisfy orders on the books 
of all the exchanges of which they are members before 
they execute a trade on any particular exchange, and exist- 
ing technology would make such a requirement, if imposed, 
wholly impracticable. Finally, existing exchange rules re- 
garding priority and precedence and renewal of the 
“auction” after each transaction have not, in the Commis- 
sion’s view, provided an ideal framework for the protection 
of public order (especially those of small size). See Decem- 
ber Release, supra note 1, at 49. 


96 See NMAB Off-Board Letter, supra note 17, at 9-10. 
°7 See id. 


98See NMA, Intermarket Execution System Discussion 
Paper (April, 1977). 
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the facilities of the Cincinnati Stock Exchange, in- 
cludes storage, ceplay and automatic execution capa- 
bility for limit orders.29 


Those who believe that limit order protection neces- 
sarily will diminish if off-board principal restrictions 
are removed should be prepared to demonstrate the 
bases for that belief in this proceeding. Although the 
Commission is not inclined at this time to view con- 
cerns regarding order interaction based on time or 
price priority or the need for limit order protection as a 
basis for either refraining from removal of off-board 
principal restrictions or delaying their removal, the 
Commission wishes to reemphasize that it is prepared 
to take action in these areas if the need for such action 
becomes apparent. In particular, if the Commission 
should determine that both order interaction of the 
type occurring today (in an environment requiring the 
physical presence of brokers and market makers in the 
same location) and nationwide limit order protection 
should be fostered, and that private initiatives are not 
adequate to ensure such interaction or protection, 
the Commission will consider further affirmative steps 
to compel development of a composite book (or a 
similar system),1°° or other types of regulatory action 
designed to achieve those goals. 


For example, should exchanges (or brokers and 
dealers) determine to publicize the contents of their 
individual order books electronically, and to afford 
some ready means of reaching the orders entered in 
those books, the Commission might determine to 
require brokers and dealers to give recognition to such 
published limit orders in dealing with others as agent 
or as principal. Other possible approaches include (but 
are not limited to): (i) requiring brokers to direct 
customers’ orders on the basis of quotations displayed 
electronically in a composite quotation system (if those 
quotations are firm in size equal to or greater than the 
order size); (ii) permitting limit orders not entered in 
an electronic composite book system meeting certain 





°°The system also provides that limit orders entered by 
persons other than dealers receive execution priority over 
dealer bids and offers at the same price. See discussion 
supra at 955. 


10°11, the December Release, the Commission expressly 
disclaimed any implication that it would tie abrogation of 
off-board principal restrictions to the achievement of any 
particular element of a national market system, such as 
a composite book. The Commission has determined not to 
include any rule proposal regarding the development and 
implementation of a composite book in connection with 
this proceeding. The Commission intends, however, to con- 
sider promptly the various issues associated with such a 
facility. See note 94 supra. 
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specified characteristics to be held only by persons 
who would undertake to execute those orders, as 
principal, at the limit price in the event a transaction 
inferior to the limit price is reported in the con- 
solidated system; or (iii) prohibiting any person, . 
whether acting as principal or agent, from accepting a 
market order unless such person undertakes to provide 
an execution for such order at least as favorable as the 
best composite quotation price (in sizes equal to or 
greater than the order size).1°1 


B. Overreaching 


Another consideration in the Commission’s determina- 
tion to defer amendment or abrogation of off-board 
principal restrictions in December, 1975, was the 
possibility that small customers would be exposed to 
increased risks of overreaching by dealers in an 
environment characterized by an absence of those 


restrictions.1°? In particular, the Commission was 


concerned that retail firms would effect off-board 
transactions with customers accustomed to dealing 
with them as agents at prices less favorable than those 
which could be obtained for them had those firms 
acted as agent. 


For example, if the market quoted on the NYSE floor 
for a particular security is 20 bid, 20-%4 asked, and a 
retail member firm engaging in off-board market 
making in listed securities is quoting 20 bid, 20-3/8 
asked for that same security for transactions of ap- 
proximately the same size as the NYSE quotation, the 
retail market maker could be tempted to execute a 
customer’s market or ‘‘not held’’ oraer (in size) to buy 
at 20-3/8 as principal (excluding any mark-up which 
would be charged the customer) rather than trans- 
mitting the order to the NYSE floor, seeking a superior 
execution at 20-1%4 (excluding any commission which 
would be charged). 


Under existing circumstances, in which most 
customers’ orders to buy or sell reported securities are 
directed to the primary exchange market for execution 
and in which exchange members are prohibited from 
engaging in dealer activities in those securities other- 
wise than on exchange floors, opportunities for over- 
reaching are more remote. First, transactions occur- 
ring on exchanges are, as discussed earlier, subject to 
a displacement mechanism which permits any broker 
or dealer to obtain execution priority by outbidding or 
outoffering other market participants. Thus, although 
retail firms which traditionally act as agent in 





101 The Commission is interested in receiving specific com- | 
ments on these approaches. 


102 December Release, supra note 1, at 24. 
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executing customers’ orders can deal as principal with 
customers on the exchange,'®% the ability of other 
firms to intervene in a proposed transaction if the 
proposed price varies from the current market price 
disciplines such retail firms’ dealer activities.1°4 In 
addition, the various exchanges impose specific limita- 
tions on the ability of members to fill as principal 
orders accepted by them for execution from other 
members (although those rules do not seem to apply to 
trades effected directly with non-member customers 
except in the case of specialists’ dealings.1° 
Similarly, those firms which do act as dealers over-the- 
counter in listed securities in most cases confine their 
dealer activities to transactions with brokers and 
dealers or with institutional investors (who generally 
are sophisticated and are willing to trade in the third 
market only in situations where they believe they will 
receive a price at least as favorable as an exchange 
execution). 





103 See note 104 infra. 


104The extent to which this displacement process func- 
tions satisfactorily in a particular exchange market to pre- 
vent (or minimize the risk of) abuses by persons dealing 
directly with their customers, however, is dependent in 
part on the intensity of activity in that market. Thus, in 
the case of regional exchange markets, where order flow is 
not particularly large, or in the case of inactively traded 
securities in the primary exchange markets, overreaching 
may be disciplined only by willingness of the specialist to 
intervene in mispriced transaction. 


Nevertheless, the Commission is not aware of any evidence 
that overreaching occurs in exchange markets; accordingly, 
as more fully discussed infra, the rule proposals designed to 
deal with the possibility of overreaching in the trading of 
reported securities are limited in their application to 
dealer activities over-the-counter. However, as indicated in 
the discussion of the specific rule proposals, the Commis- 
sion wishes to solicit the views of commentators on 
whether such rules should also apply to trading on ex- 
change markets (either to minimize overreaching or to 
eliminate possible competitive disparities which could re- 
sult from application of the rules only to over-the-counter 
dealer activities). 


10SEo, example, NSYE Rule 91 provides that a member 
may not take or supply securities as principal which are the 
subject of an order accepted by him for execution unless 
(i) he offers or bids for the security in the open market at 
a price more favorable than his proposed transaction 
price, (ii) the transaction price is justified by the condition 
of the market, and (iii) the member who gave him the or- 
der, after prompt notification, accepts the trade. See a/so 
NYSE Rule 76. 


Many believe that removal of off-board principal 
restrictions would increase significantly the risk of 
overreaching in transactions in listed securities. In 
particular, it is feared that, if large retail firms are 
permitted to integrate their functions as agent and 
upstairs market maker in particular listed securities (in 
much the same way as they currently operate in 
effecting transactions for customers in non-listed 
securities), the temptations and opportunity for such 
firms to engage in overreaching will prove ir- 
resistible.1°® Of course, the mere fact that a firm will 
be able to act both as broker and dealer in the same 
listed security does not necessarily mean that over- 
reaching will occur or that customers will receive less 
favorable executions than they do today; presumably 
most firms wil take appropriate steps to ensure that 
overreaching does not occur. Nonetheless, combining 
the broker and dealer functions for listed securities in 
a single entity able to conduct its business over-the- 
counter could aggravate conflicts between the 
interests of the integrated firm (in generating 
profits from its dealer activities) and those of its 
customers (in receiving the most favorable price), and 
might increase the risks of abuse. 


Conflicts of interest which result from the combination 
of the broker and dealer function are not limited to the 
trading function.1°” The extent of these conflicts has, 
from time to time, generated proposals calling for the 





106 The Commission recognizes that the conflicts of inter- 
est of an integrated firm, and the risks of overreaching, are 
equally present in the case of trading in non-listed securi- 
ties. Moreover, in certain ways, the markets for over-the- 
counter securities present an even greater threat of abuse, 
since (i) there is no system to provide current reporting of 
transactions (and thereby discipline dealer behavior) and 
(ii) the quotation system which does provide real-time 
quotations to brokers and dealers, NASDAQ, provides 
information only with respect to the most substantial 
issuers whose securities are traded over-the-counter. 


A complete examination of trading practices by dealers 
in the over-the-counter market and the possible extent of 
overreaching in that market is beyond the intended scope 
of this proceeding. Nonetheless, many of the considera- 
tions underlying the Commission’s overreaching proposals 
may be equally applicable to the over-the-counter market. 
Accordingly, as discussed more fully infra, the Commis- 
sion desires to solicit views of interested persons as to 
whether any of the overreaching proposals discussed in 
this release, if adopted for application to trading in listed 
securities, should be extended to cover dealer activities in 
non-listed securities. 


1C7Eor a general description of these conflicts, see M. 
Mayer, Conflicts of Interest: Broker-Dealer Firms (1975). 
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complete segregation of 
functions. 


the broker and dealer 


Indeed, shortly after the passage of the Act, the Com- 
mission, pursuant to statutory direction (contained in 
then Section 11(e) of the Act, which was repealed by 
Section 6(3) of the 1975 Amendments), conducted a 
study of the feasibility and advisability of the complete 
segregation of the functions of broker and dealer. 198 
Although the Commission concluded that combination 
of the broker and dealer functions ‘‘involves a conflict 
of interest which is provocative of abuse of the 
fiduciary relationship inherent in the brokerage 
function,’’ the Commission recommended that the 
Congress not enact legislation requiring complete 
segregation. 199 In so doing, the Commission indicated 
that, in its view, ‘‘the potentialities for flexible control 
and evolutionary development afforded by the 
administrative mechanisms’’ were more appropriate 
than complete segregation in dealing with conflicts of 
interest and possible abuses by brokers and 
dealers.11° 


The case has not yet been made for complete segrega- 
tion of the broker and dealer function. However, in 
announcing this proceeding, the Commission has con- 
sidered whether the possibility of overreaching could 
be best controlled by complete elimination of conflict 
situations in those circumstances where abuse is most 
likely if conflicts of interest are permitted to continue. 
Accordingly, as more fully discussed below, the Com- 
mission is considering, as one alternative to dealing 
with the overreaching problem through regulatory 
means, a limited type of segregation proposal prohibit- 
ing any person from acting as dealer in any reported 
security with any person other than a broker, dealer or 
financial institution. Indeed, Sections 11(b) and 15(c) 
of the Act [15 U.S.C. 78k(b), 780(c)(5)] confer ample 
power on the Commission to require a complete 
segregation of the broker and dealer function, if that is 
found ‘‘necessary or appropriate in the public interest 
and for the protection of investors, to maintain fair and 
orderly markets, or to remove impediments to and 
perfect the mechanism of a national market system.”’ 


To acertain degree, concerns relating to overreaching 
by integrated firms are mitigated by existing, well- 
established principles of common and federal 
securities law governing the relationship between 





108SEC Report on the Feasibility and Advisability of 
the Complete Segregation of the Functions of Dealer 
and Broker(June 20, 1936) (‘‘Segregarion Study”). 


109 Segregation Study at 109. 
tid. 
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securities professionals and their customers. Where a 
firm functions as dealer with a retail customer and, by 
a course of conduct, has placed itself in a position of 
trust and confidence with respect to that customer, the 
firm acts in a fiduciary capacity.*'’ The fiduciary. 
duties assumed by such a dealer are in addition to the 
general duty of all dealers, under the so-called 
‘*shingle theory,’’ to deal fairly with the public and to 
effect transactions in securities as dealer with 
customers at prices reasonably related to the current 
market for such securities. 112 


The standards of conduct applicable to a firm in a 
fiduciary relationship with a customer are well- 
established. For example, a broker-dealer who is also 
an investment adviser may not deal as principal with 
its customer in riskless principal transactions where 
similar transactions for non-advisory customers 
normally would be executed on an agency basis at a 
commission less than the mark-up which would 
customarily be imposed when executing transactions 
on a principal basis.11° In addition, under both 
common and federal securities law principles, a firm 
which is in fact in a fiduciary relation to a customer— 
whether it calls itself a broker or a dealer—may not 
deal with its customer for its own account without 
making scrupulously full disclosure of the nature and 
extent of any adverse interest which the firm may 
have.''4 This standard requires disclosure not only of 





111 The Commission believes that retail broker-dealers, 
in many instances, in fact occupy that fiduciary position 
of trust and confidence with their customers. See Arleen W. 
Hughes, 27 SEC 629 (1948), affd sub nom. Arleen W. 
Hughes v. SEC, 174 F. 2d 969 (D.C. Cir. 1949); see Loss, 
The SEC and the Broker-Dealer, 1 Vand. L. Rev. 516 
(1948). 


112 See Charles Hughes & Co., Inc., 13 SEC 676 (1943), 
aff'd sub nom. Charles Hughs v. SEC, 139 F. 2d 434 (2d 
Cir. 1943), cert. denied, 321 U.S. 786 (1944); Duker & 
Duker, 6 SEC 386 (1939). See a/so Article III, Section 4 of 
the NASD’s Rules of Fair Practice, requiring members over- 
the-counter transactions. 


113 Kidder Peabody & Co., Inc., 43 SEC 911 (1968). This 
prohibition is similar to the prohibition against a broker 
interpositioning another broker-dealer between himself and 
a market maker, or an investment adviser interpositioning a 
broker-dealer between a pool of assets managed by him and 
a market maker, in situations where that broker or pool of 
assets could deal directly with the market maker on as 
favorable a basis and the interpositioned broker performs 
no bona fide function in connection with the transaction. 
See Thomson & McKinnon, 43 SEC 785 (1968); Delaware 
Management Company, Inc., 43 SEC 392 (1967). 


114 Arleen W. Hughes, 27 SEC at 635-36; Restatement 
(Second) of Agency §390 (1958). 
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the capacity in which the firm is acting,’’*but also, 
taking into account access to better prices and the 
costs of achieving such access, any current market 
price at which the transaction would be effected which 
is better than the price the dealer affords to the 
customer.'18 


Under present circumstances, information concerning 
alternative executions in listed securities generally is 
not available to brokers and dealers in a convenient 
and meaningful way. Although the consolidated 
system does capture information regarding completed 
transactions in listed securities regardless of the 
market of execution, quotation information with 
respect to reported securities disseminated by the 
various market centers and made available to market 
professionals on terminals or other display devices 
continues to be inadequate for purposes of evaluating 
potential executions in these various centers. This is 
true for several reasons. First, not all market centers 
disseminate quotations regularly or on a timely 
basis.11” In addition, none of the exchanges currently 
requires that quotations disseminated by it for 
machine display purposes be firm. Finally, no ex- 
change or third market maker currently disseminates 
size for display in any quotation service. 





115 See Arleen W. Hughes, 27 SEC at 635; Rule 10b-10 
[17 CFR §240.10b-10] ; cf. Opper v. Hancock Securities 
Corp., 250 F. Supp. 668, 674 (S.D.N.Y. 1966), aff'd, 367 
F. 2d 157 (2d Cir. 1966). In addition, a firm making an 
over-the-counter market in securities must disclose that 
fact when dealing with its customers as principal. Chasins 
v. Smith Barney & Co., Inc., 305 F. Supp. 489 (1969). 


116 Arjeen W. Hughes, 27 SEC at 636. See, e.g., Doyen v. 
Bauer, 211 Minn. 140, 300 N.W. 451 (1941); Berkeley 
Sulphur Springs v. Liberty, 10 N.J. Misc. 1066, 162 A. 191 
(Ch. 1932); Van Dusen v. Bigelow, 13 N.D.277, 100 N.W. 
723 (1904); Ridgeway v. McGuire, 176 Ore. 428, 158 P. 
2d. 893 (1945); Rodman v. Manning, 53 Ore. 336, 99 P. 
657 (1909). In addition to these specific disclosures, a fi- 
duciary is required to disclose any ather material fact 
affecting the desirability of the transaction. Restatement 
(Second) of Agency §390 (1958). See Section 17(a) of the 
Securities Act of 1933 [15 U.S.C. 77q]; Sections 10(b) 
and 15(c)(1) of the Act [15 U.S.C. 78j, 780(c)(1)] ; Rules 
10b-5 and 15c1-2 under the Act [17 CFR §§240.10b-5; 
240.15c1-2]. 


117Eor example, one regional exchange does not currently 
make its quotations in multiply-traded securities available 
until after the close of trading in the primary exchange mar- 
ket. In addition, although the NASD has recently imple- 
mented a composite quotation service designed to make 
available all quotations in multiply-traded listed securities 
in a montage format, several of the largest third market 
dealers have elected not to insert quotations in that system. 


If proposed Rule 11Ac1-1 is adopted, reliable firm 
quotation information from all market centers effecting 
transactions in reported securities will be available to 
brokers and dealers in a current and convenient 
manner (on terminals or other display devices). Under 
such circumstances, all market professionals who deal 
with customers would be obliged to recognize that 
machine-displayed quotation information (except when 
the bid and offer prices reflected are known to be 
inaccurate or there is a reasonable basis for believing 
that those prices are not currently binding upon 
persons making those bids and offers''®) reflects 
current market prices and indicates the availability of 
alternative prices for a given security.119 


Although application of the foregoing principles to 
transactions in listed securities should reduce the risks 
of overreaching if off-board principal restrictions are 
removed, especially in an environment characterized 
by an operational composite quotation system, reliance 
on such principles alone may not sufficiently reduce 
those risks. For example, customers may not be in a 
position to control adequately the activities of broker- 
dealers on the basis of these principles because, 
among other reasons, they lack sufficient market in- 
formation to realize when those principles have been 
ignored. Moreover, many average investors are un- 
aware of the: distinction between the broker and the 
dealer relationships and hence disregard the 
possibility that the advice and service offered by a firm 
may be affected by an independent interest.1?° 


In addition, private enforcement of dealers’ obliga- 
tions in this area may not be particularly effective 
because it is difficult for the individual to prove, under 
today’s circumstances, that a particular transaction 





118Broposed Rule 11Ac1-1 under the Act would establish 
specific exceptions from the Rule’s general firmness require- 
ments. See Securities Exchange Act Release No. 13626 
(June 14, 1977), FR (1977) at 13-19. NASDAQ 
quotations are required, under the rules of the NASD, 
to be firm for a normal unit of trading under all circum- 
stances. See NASD By-Laws, Schedule D, Paragraph C(3) 
(b) of Section |. 


119 Implementation of a composite quotation system and 
other market improvements can be expected to subject all 
market professionals to increasingly stringent standards of 
conduct in their dealings with customers. 


120Segregation Study, supra note 108, at xv. We noted in 
the December Release, however, that individual investors 
may be expected to become increasingly aware of the risks 
associated with direct dealings with securities professionals 


on a principal basis. December Release, supra note 1, at 
23-24. 
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price was less favorable than an available alternative 
execution, and, in any event, such an effort is costly 
and time-consuming for an investor.'21 Even available 
arbitration procedures offered by the self-regulatory 
organizations do not provide a satisfactory solution to 
this problem in a typical situation, where the dif- 
ference between the price received and the best avail- 
able alternative price may be only 1/8 or 1/4 point per 
share. Finally, in view of the generality of the prin- 
ciples of conduct referred to above, as applied to a 
great variety of individual transactions, both investors 
and dealers could benefit from the articulation of more 
specific and concrete standards. 


In light of these factors, the Commission has 
determined to consider, as part of this proceeding, 
whether the adoption of prophylactic regulatory 
measures is necessary to protect investors against 
overreaching instead of relying exclusively upon 
traditional fiduciary and fair dealing principles to per- 
form that function. In this regard, the Commission is 
publishing for comment specific rules governing the 
conduct of dealers effecting transactions in listed 
securities otherwise than on exchanges.'?? In con- 
sidering these proposals in the context of removing 
off-board principal restrictions, commentators are re- 
quested to evaluate them in light of the legal 
standards discussed above and the impact of current 
disclosure of last sale information and quotations on 
overreaching by integrated firms. 


C. Equal Regulation and Surveillance 


Together with addressing concerns as to fragmen- 
tation and overreaching, the Commission intends to 
consider whether additional regulatory action by the 
Commission is necessary to assure that a trading en- 
vironment for listed securities characterized by the 
absence of off-board principal restrictions (if the 
Commission determines to remove them) would be 
governed by appropriately equal regulation, affording 
a fair field of competition among market centers, 
market makers and customers, and will be subject to 
adequate surveillance. 


1. Equal Regulation 


In the December Release, the Commission recognized 
that the removal of off-board principal restrictions 











121 Reconstruction of all relevant information concern- 
ing the market for a particular security at a particular time 
is a lengthy, complex task. 


122 See discussion infra at 974 et seq. 
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would ~~ rise to certain ‘‘equal regulation’’ con- 
cerns: 123 

Finally, it must be acknowledged that the existing 
scheme of market maker regulation embodied in 
certain [C]lommission rules, intended to govern 
specialist behavior, does burden certain market 
makers while not affecting others. Careful considera- 
tion must be given, therefore, to elimination or modi- 
fication of these rules when a definite date is set for 
the elimination of exchange barriers to the 
commencement of over-the-counter two-sided market 
making in round lots by member firms. 124 


The Commission believes that it may be appropriate to 
modify-or eliminate certain Commission and exchange 
rules in response to removal of off-board principal 
restrictions.12° While the Commission further 
believes that this rule review, both by the exchanges 
and the Commission, should proceed expeditiously 
(and should be continuing), the Commission has not 
yet been convinced that any Commission or exchange 
rules must be modified as a prerequisite to elimination 
of off-board principal restrictions. 126 





123See Section 3(a)(36) of the Act [15 U.S.C. 78(a) 
(36)] . 


124December Release, supra note 1, at 25-26 (footnote 
omitted). ; 


125 See NMAB Off-Board Letter, supra note 17, at 19-22. 


1261 its letter of comment on off board trading rules, 
the NMAB noted that there were a number of areas in 
which different specialists or market makers in listed 
equity securities were treated differently. NMAB Off- 
Board Letter, supra note 17, at 19-20. For example, the 
NMAB noted that 


{c] ertain existing regulations of the Commission [such as 
Rules 11b-1 and 10b-6] impose burdens on specialists on 
the New York and American Stock Exchanges, but on no 
other specialists generally but not on non-exchange market 
makers. . . . In addition, the rules of each national secu- 
rities exchange governing the conduct of its specialists 
differ from those of other exchanges, and from the rules 
of the National Association of Securities Dealers, Inc. 
which apply to non-exchange market makers entering 
quotations in the NASDAQ system. 


Id. at 20. With respect to such differences, the NMAB 
stated that 

the Commission should not have, or require that ex- | 
changes retain, . . . rules which result in different special- 
ists or market makers in listed securities being treated 
differently, unless it is clear that the circumstances in 
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Rule 11b-1 under the Act [17 CFR §240.11b-1] effec- 
tively requires the Amex and NYSE to have rules 
imposing ‘‘affirmative’’ and ‘‘negative’’ trading ob- 
ligations upon specialists. 127 The Commission is in- 
clined to conclude that retention of certain specialist 
obligations would be appropriate at this stage of de- 
velopment of the national market system in view of the 
unique trading position of the primary market 
specialist (particularly in light of his virtual monopoly 
and unique knowledge of limit orders). The Commis- 
sion solicits comment on this issue and will, of course, 
give careful consideration to such rule changes as ex- 
changes believe they should file under Rule 11b-1 and 
otherwise to enable their specialists to compete fairly 
with other market makers in this new trading en- 
vironment. 


Both the Amex and the NYSE have rules prohibiting 
specialists from accepting orders directly from 
institutional customers.'2® Such rules could discri- 
minate unfairly against specialists on those exchanges 
in seeking to compete with other market makers 
following removal of off-board principal restrictions.129 





which they operate are so different as to require that they 
have different rules applicable to them. 


Id. The NMAB did not, however, recommend any amend- 
ments to specific Commission of self-regulatory organ- 
ization which it believed were necessary ot meet this stan- 
dard. 


In considering the possible modification of Commission or 
self-regulatory rules, therefore, the Commission wil require 
a significant amount of additional information in order 
to determine whether those differences which do exist re- 
sult in competitive advantages for certain classes of market 
professionals, and, if so, whether such advantages are un- 
fair and not necessary or appropriate in furtherance of the 
purposes of the Act. 


127See Amex Rule 170 and NYSE Rule 104. The Com- 
mission, pursuant to Rule 11b-1, has exempted regional 
specialists, and third market makers are subject to no such 
obligations. Section 11(b) of the Act itself may be con- 
sidered to raise an equal regulation question in providing 
that it is unlawful for a specialist to effect transactions as 
broker on the exchange except upon a market or limited 
price order. See NMAB Off Board Letter, supra note 17, 
at 20, 22. 


128 See Amex Rule 190(b) and NYSE Rule 113(a). 


129 See Section 6(b)(5) of the Act [15 U.S.C. 78f(b)(5)]. 
Conversely, these rules may discriminate unfairly between 
institutions and other investors not precluded from dealing 
directly with the primary market specialists. However, in 
view of the exclusive access of these specialists to infor- 


It is also possible that in today’s environment, and 
perhaps more so in an environment without restrictions 
of off-board trading, the burdens on competition repre- 
sented by these rules can no longer be justified by 
reference to the purposes of the Act. The Commission 
therefore invites comment on whether these rules 
should be eliminated or, alternatively, whether those 
rules serve purposes under the Act which warrant their 
retention, at least for some period of time. 


The Commission recognizes that there are additional 
rules of exchanges and of the Commission which 
Operate to distinguish between specialists and 
over-the-counter market makers.12° The Commission 
intends, and urges each exchange, to examine its rules 
with a view to assessing their operation in a trading 
environment characterized by the absence of off-board 
principal restrictions. The Commission invites com- 
ment on any Commission or self-regulatory rules 
which, in view of commentators, should be altered 
after elimination of off-board trading restrictions in 
view of the equal regulation standards of the Act. 


2. Surveillance 


The Commission recognizes that, if off-board principal 
restrictions are removed, the Commission and 
self-regulatory organizations will be required to re- 
view, and possibly to restructure, their market sur- 
veillance programs.'*1 These programs generally 
involve market monitoring techniques designed to 
identify instances of unusual trading activity in a par- 
ticular security. In a trading environment charac- 
terized by the absence of off-board principal re- 
strictions, the Commission and self-regulatory or- 
ganizations will need to implement new transactional 
audit trail procedures adequate to carry out their sur- 





mation with respect to the vast majority of limit orders, 
retention of these rules, until such information is made 
available to other market makers. may be appropriate. 


130F 9, exception (xi) to Rule 10b-6 (governing pur- 
chases by certain persons during distributions) under the 
Act [17 CFR 4240.10b-6] permits purchases by a pro- 
spective underwriter otherwise than on an exchange ten or 
more business days prior to the proposed commencement 
of the distributions. See NMAB Off-Board Letter, supra 
note 17, at 20. 


131 See Sections 6(b)(1), 15A(b)(2! and 19(g) of the Act 
[15 U.S.C. 78f(b)(1), 780-3(b)(2) and 78s(g)]. These pro- 
visions require that the exchanges and the NASD have the 
capacity to and in fdct enforce member compliance with 
the Act and the respective organizations’ rules. 
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veillance responsibilities.1*? With respect to surveil- 
lance of transactions by exchange members effected 
over-the-counter, it also would appear that the ex- 
changes and the NASD should proceed to develop ap- 
propriate plans for surveillance of off-board trading 
activity, including, if necessary, plans for the alloca- 
tion of surveillance functions among self-regulatory 
organizations, and should be prepared to present 
those plans in connection with this proceeding. 13% 


IV. Removal of Off.Board Trading Restrictions 


As indicated above, the proposed amendments to Rule 
19c-1 would immediately expand the existing Rule to 
permit an exchange member to effect over-the-counter 
agency transactions in listed equity securities with any 
other person not also represented as agent by that 
member (i.e., precluding only ‘‘in-house’’ agency 
cross transactions).1°4 Proposed Rule 19c-1 would, 
after December 31, 1977, permit an exchange member 
to effect over-the-counter principal and ‘‘in-house’’ 
agency cross transactions in reported securities. 





1321n this regard, the Commission wishes to receive com- 
ment on any alteration in the Commission's existing record- 
keeping rules under Section 17(a) of the Act [15 U.S.C. 
78q(a)] which commentators believe would be useful in 
this regard. The Commission is especially interested in re- 
ceiving proposals from self-regulatory organizations and 
exchange member firms as to programs which would ensure 
that, for purposes of self-regulatory organization surveil- 
lance and member firm compliance with their legal respon- 
sibilities, adequate records of off-board principal transac- 
tions afe maintained. Such proposals should detail specific 
kinds of information to be kept for the purpose of enabling 
firms to demonstrate their compliance with requirements 
applicable to off-board principal transactions in reported 
securities. See general discussion of overreaching supra at 
964-968 and discussion of specific overreaching proposals 
infra at 974 et seq. 


133 See Section 17(d) of the Act [15 U.S.C. 78q(d)]. Rule 
17d-2 under the Act [17 CFR §240.17d-2] authorizes the 
filing of plans allocating regulatory responsibility among 
the various self-regulatory organizations. Securities Ex- 
change Act Release No. 12935 (October 28, 1976), 41 FR 
49091 (1976). Any such plan should provide for compre- 
hensive review of such trading without causing duplication 
or undue expense to brokers and dealers who are members 
of such self-regulatory organizations. 


134Existing Rule 19c-1 only requires exchange rules to 
permit members to effect over-the-counter agency trans- 
actions in listed equity securities with third market makers 
and non-member block positioners. 
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A. Off Board Principal Restrictions 


The Commission’s reasons for concluding _ that 
off-board principal restrictions impose burdens on 
competition which are neither necessary nor appro- 
priate in furtherance of the purposes of the Act, and 
an analysis of the benefits which would be conferred 
upon the markets if these restrictions were abrogated, 
are discussed above and set forth in the December 
Release.13° Since that time, no showing has been 
made that those conclusions and views should be al- 
tered. The Commission’s proposal to proceed to 
remove off-board principal restrictions effective 
January 1, 1978, does warrant, however, further 
consideration of the potential problems of fragmenta- 
tion and over-reaching, and the Commission anti- 
cipates that those issues will be thoroughly explored in 
the course of this proceeding. 136 


Since one of the chief benefits sought in connection 
with abrogation of off-board principal restrictions is 
the addition of market making capital and skill to the 
markets for listed securities,’2” the Commission has 
considered whether those restrictions should be 
removed altogether or only to the extent necessary to 
permit exchange members to make bona fide 
continuous, two-sided markets over-the-counter, thus 
allowing exchanges to continue to prevent their 
members from effecting other kinds of principal 
transcations in listed securities otherwise than on the 
floor of an exchange. The Commission has concluded 
tentatively that no purpose would be served by 
limiting the scope of its proposed action with respect 
to off-board principal restrictions, and is concerned, in 
any event, that it might not be possible to delineate 
market making activity from other dealer activity for 
this purpose and that efforts to restrict the right to 
effect over-the-counter principal transactions to 
persons engaging in genuine market making would not 
be effective. 


Self-regulatory organization attempts to define bona 
fide market making, or regulate those holding them- 





135See discussion supra at 949-950, 955-957: see also 
December Release, supra note 1, at 17-28. 


13© See discussion of fragmentation and overreaching supra 
at 958-968. 


137Elimination of off-board principal restrictions, of 
course, could also yield such other benefits as stimulation 
of technological innovation by professional participants in 
the markets and existing market centers (/.e., exchanges and 
third market makers). 
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selves out as market makers in various respects (e.g., 
by imposing requirements as to continuity, depth, 
competitiveness, etc.), have not been completely 
successful. For example, there does not appear to be 
any appropriate way of ensuring that a market maker’s 
bids and offers remain truly ‘‘competitive.’’13® In the 
absence of workable requirements as to the 
competitiveness of quotations, a market maker who 
does not wish to buy or sell securities at any particular 
time can, as a practical matter, avoid inquiries and the 
need to effect transactions merely by making certain 
that his bid and offer are unattractive to potential 
buyers and sellers. Indeed, non-competitive market 
maker quotations are not unusual today. Unless a 
satisfactory test of the competitiveness of quotations 
can be devised, prohibitions against dealing only on 
one side of the market (i.e., as a buyer or a seller 
only), and, possible, rules requiring dealers to stand 
ready to buy and sell on a regular and continuous 
basis for a specified period, can be viewed as unen- 
forceable and unreasonably discriminatory. Moreover, 
viewed from an economic standpoint, such a 
prerequisite to publicizing a willingness to buy or sell 
securities as principal or agent (i.e., that such indi- 
cations be two-sided), whether by inserting bids or 
offers in  an_ inter-dealer quotation system or 
otherwise, seems unjustifiable. 199 





138 Certain measures could be suggested, such as requiring 
at least one side of a market maker’s quotation to be at 
least equal in price (and, perhaps, in size) to the best bid 
or best offer reflected in a composite quotation system, or 
to be no further ‘“‘away” from the last sale reported in the 
consolidated system than, for example, % of a point. The 
Commission does not believe; however, that it would be 
practical or useful to impose such mechanical requirements 
on all market makers. 


Self-regulatory efforts to develop criteria in this area have 
been confined to imposing somewhat vague requirements 
on market makers, such as: ‘Each quotation entered by a 
registered market maker must be reasonably related to the 
prevailing market.’” NASD By-Laws, Schedule D (‘Sched- 
ule D”), paragraph C(3)(b) of Section |. The NASD moni- 
tors quotations in NASDAQ and identifies instances in 
which certain parameters are exceeded by those quotations, 
but no NASD disciplinary action has ever been based solely 
upon a market maker's failure to observe the NASD’s tests 
concerning quotations “reasonably related to the prevailing 
market.’ See also Schedule D, paragraph C(5) of Section | 
(limiting the right to re-enter quotations in NASDAQ in 
the event of an ‘‘unexcused withdrawal’) and NYSE Rule 
104.10(4) (requiring specialist quotations to ‘‘bear a proper 
relation to preceding transactions and anticipated succeed- 
ing transactions”). 


139The NASD requires that quotations entered in 
NASDAO be two-sided. See note 118 supra. Proposed Rule 


The above discussion is not intended, however, to 
suggest that affirmative tests of market making (e.g., 
requirements as to two-sided quotations and that quo- 
tations bear a reasonable relation to the current 
market price) are inappropriate for purposes of de- 
termining special or exempt credit status or 
entitlement to the time and place advantages of pro- 
prietary trading on exchange floors, trading forums 
which, by their nature, cannot be used equally by all 
persons and are not readily expandable. 


In any event, there has been no demonstration to date 
that non-market maker off-board principal trades 
present unique regulatory concerns, particularly since 
(i) overreaching by non-market makers in_ their 
dealings with customers is no more difficult to address 
than overreaching by market makers, and (ii) it has 
not been shown that the loss of small dealer trades 
from the primary exchanges to the over-the-counter 
market, in view of the relatively small percentage of 
all transactions such trades would seem to represent, 
would contribute significantly to fragmentation of the 
markets.14° Thus, no compelling reasons have been 
presented to show why off-board principal restrictions 
should not be eliminated for all categories of trans- 
actions in reported securities which exchange 
members may wish to effect as principal over-the- 
counter. 141 


B. Remaining Off.Board Agency Restrictions 


When the Commission adopted Rule 19c-1 under the 
Act, it did not express a definitive judgment whether 
to require exchanges, at some time in the future, to 
permit members to effect ‘‘in-house’’ cross trans- 
actions, acting as agent for both buyer and seller. 142 





11Ac1-1 under the Act would require continuous disclosure 
of quotations in reported securities by all exchanges and 
persons who hold themselves out as market makers, and, 
subject to certain exceptions, would require those quota- 
tions to be firm for at least a normal unit of trading or any 
larger size indicated. However, exchanges would be re- 
quired, if proposed Rule 11Ac1-1 were adopted, to include 
one-sided interest as part of the exchange quotation when 
such interest constitutes the best bid or offer. 


149The consolidated system will immediately capture and 
reflect all over-the-counter trades in reported securities in 
any case. See discussion of fragmentation supra at 961. 


141 Bersons who believe that elimination of off-board prin- 
cipal transactions should be limited to certain classes of 
market professionals should be prepared to demonstrate 
the bases for those beliefs in connection with this pro- 
ceeding. 


142 See December Release, supra note 1, at 36-40. 
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Thus, Rule 19c-1 was drafted to require changes in ex- 
change rules only to the extent necessary to permit 
members to effect agency transactions in listed equity 
securities with third market makers and over-the- 
counter block positioners. The Commission’s analysis 
in the December Release of the burdens on competi- 
tion represented by off-board agency restrictions as 
they existed prior to adoption of Rule 19c-1 focused 
primarily on two particular effects of those 
restrictions: (i) the boycott of third market makers 
(who thus were deprived of an opportunity to compete 
for agency orders handled by exchange members); and 
(ii) the impediment represented by those restrictions 
to exercise of brokerage judgment in seeking favorable 
execution opportunities for customers. As formulated 
and adopted, Rule 19c-1 effectively eliminated the 
third market boycott, at least to the extent that that 
boycott was the result of off-board agency restrictions 
theretofore imposed by exchange rules. While Rule 
19c-1 does permit brokers greater latitude in 
exercising judgment as to how best to serve agency 
customers than previously existed, '43 their exercise of 
such judgment is sti!l encumbered to some degree by 
remaining off-board agency restrictions. In addition, 
other persons, such as third market brokers, still are 
preciuded from effecting transactions in listed equity 
securities for exchange members seeking the most 
favorable executions of customer orders in listed 
securities.144 In the absence of a showing that these 
particular remaining off-board agency restrictions 
should be retained, it would appear that they should 
be removed promptly. 


The problems raised by ‘‘in-house’’ crosses are some- 
what more complex than those associated with other 
types of off-board agency transactions. In the Decem- 
ber Release, the Commission noted that, if ‘‘in-house’’ 
crossing of relatively small customer orders in listed 
securities were permitted to occur and should occur to 
a significant extent, that activity might have a frag- 
menting effect on the markets similar to that feared in 
connection with the removal of off-board principal re- 
strictions. ‘45 The Commission expressed considerable 





143 Rule 19c-1, which removed most exchange restrictions 
on the ability of members to effect over-the-counter agency 
trades, appears to have had virtually no impact to date on 
historical patterns of market selection by exchange mem- 
bers acting as brokers. See discussion of experiences under 
Rule 19c-1 supra at 952-953. 


144 See letter to the Commission from Institutional Net- 
works Corporation, dated February 11, 1977, concerning 
Rule 19c-1 under the Act. 


145 December Release, supra note 1, at 36-40. 
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doubt, however, in the absence of convincing evidence 
to the contrary, as to whether ‘‘in-house’’ crossing of 
small retail orders, if permitted, would occur to any 
significant degree, and whether ‘‘in-house’’ crossing 
of block trades would contribute materially to frag- 
mentation of the markets.146 In addition, the Com- 
mission acknowledged that, if firms were permitted to 
effect ‘‘in-house’’ crosses and found it profitable to do 
so, certain economic benefits currently denied to firms 
capable of executing such trades, and denied also to 
their customers, would be realized. 147 


As noted above, '*® the NMAB submitted its views on 
‘tin-house’’ agency cross transactions to the Commis- 
sion in September, 1976, before reaching its conclu- 
sions with respect to off-board principal restrictions. In 
that context, a majority of the NMAB’s members 
concluded that existing restrictions on such trans- 
actions ‘‘do not impose a significant burden on com- 
petition or, to the extent that they do, such burden is 
outweighed by... countervailing policy considera- 
tions.’’149 Four members of the NMAB concluded 
that those restrictions ‘‘ are anti-competitive and that 
the alleged adverse consequences from their removal 
are speculative and have been exaggerated.’’ 150 Al- 
though the Commission continues to question, as it did 
in December, 1975, whether the burdens on compe- 
tition represented by exchange restrictions prohibiting 
‘*in-house’’ agency cross transactions are significant 
(at lease when compared to off-board principal restric- 
tions),151 the Commission is inclined to agree that 
persons favoring retention of those restrictions, at 
least with respect to reported securities, have not 
shown why they should be retained, particularly in an 
environment in which off-board principal trades in 
those securities are permitted. 152 
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1467q at 37-38. With respect to small orders, there was no 
meaningful demonstration that the savings to retail firms 
which could be obtained from executing those orders “‘in- 
house” would outweigh the risks inherent in doing so. As 
to blocks, the Commission noted that, since such trades 
are regularly executed on regional exchanges under existing 
circumstances in order to avoid interacting with buying and 
selling interest in the primary market, little would be lost 
by permitting “’in-house’’ executions. /d. at 38. 


*47 Id, at 38-39. 

148 See note 15 supra. 

149 NIMAB Agency Letter, supra note 15, at 2. 
*S%7q, at 9. 


151 December Release, supra note 1, at 39-40. 


152 similar conclusion, apparently, was reached by 
“[m] any members of the Board’’ in connection with the 
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With respect to ‘‘in-house’’ crossing of relatively small 
transactions, it would be incongruous to permit an ex- 
change member to effect transactions with non-profes- 
sional customers as principal at, for example, prices of 
20 bid and 20-% offered, but to preclude that member 
from acting as agent for such customers by crossing 
their orders ‘‘in-house’’ at or between those dealer 
prices.153 In addition, no persuasive reason has been 
suggested as to why the removal of remaining 
off-board agency restrictions applicable to ‘‘in-house’’ 
crossing of small orders in reported securities is any 
more likely to result in increased fragmentation of the 
markets than would removal of off-board principal 
restrictions. In addition, it appears to the Commission 
that the theoretical possibility that such transactions 
would contribute materially to market fragmentation 
should be discounted. 154 


Finally, the ability to effect ‘‘in-house’’ agency crosses 
in an environment countenancing ‘‘in-house’’ 
execution of customers’ orders as principal might 
stimulate development of new trading strategies 
advantageous to customers: firms prepared to buy 
stock as principal could, for example, offer to ‘‘stop’’ a 
purchasing customer at a given price for a period of 
time and, before executing the order as principal, 
either (i) hold the order for execution at any better 
price offered by another customer during that period 





NMAB’s deliberations concerning off-board principal re- 
strictions. See NMAB Off-Board Letter, supra note 17, 
at6n. 2. 


153See Section 11A(a)(1)(C)(v) of the Act [15 U.S.C. 
78k-1(a)(1)(C)(v)]. 


154 possible fragmentation problem in connection with 
“in-house’’ crosses of small agency orders might, however, 
occur in connection with determination of opening prices 
(particularly in the primary markets). Since primary ex- 
change specialists today establish opening prices on the 
basis of their comprehensive knowledge of orders on both 
sides of the market seeking executions at the opening, less 
knowledge of such interest (a result of pre-opening orders 
being withheld for execution “‘in-house’”’) could result in 
the establishment of opening prices which less perfectly 
reflected the true “state of the market”’ at the time trading 
commences. However, this problem, if it develops, might 
be ameliorated if exchanges were to adopt procedures re- 
quiring members, prior to commencement of each trading 
day, to disclose periodically the aggregate buying and sel- 
ling interest represented by their cusomters’ pre-opening 
orders (and of changes in the numbers of such orders dur- 
ing, for example, the fifteen minutes preceding the open- 
ing). In any event, it should not be necessary for specialists 
to hold and execute all pre-opening orders merely to per- 
form the function of opening trading at appropriate prices. 


or (ii) represent the order during that period in a 
composite quotation system at a price 1/8 of a dollar 
above the price the dealer is offering to pay. 


With respect to ‘‘in-house’’ agency cross transactions 
of large or block size, the Commission understands 
that firms which are engaged in block trading permit 
displacement of the primary market (when they do 
permit it) only on a voluntary basis and avoid buying 
or selling interest represented on the primary market 
floor by transmitting block crosses to exchange 
markets other than the primary market where circum- 
stances (including costs) suggest that such action 
would be to their advantage.'55 Thus, prohibitions 
against ‘‘in-house’’ execution of blocks are not effec- 
tive today inst far as they attempt to subject blocks to 
the auction process as it is today conducted on ex- 
changes. Finally, rules requiring agency portions of 
block trades in reported securities to be effected on an 
exchange are incompatible with the conclusion that 
principal transactions in reported securities (including 
any portion of a block ‘‘positioned’’ by a firm for its 
own account) may no longer be subjected to such re- 
strictions. 


C. Limitations on the Scope of the Proposals 


Proposed Rule 19c-2, removing off-board principal 
restrictions and remaining off-board agency restric- 
tions applicable to ‘‘in-house’’ agency cross 
transactions, would apply only to reported securities. 
Therefore, over-the-counter principal and ‘‘in-house’”’ 
agency cross transactions in listed securities not 
included in the consolidated system, 156 or which, if 





155 See December Release, supra note 1, at 38. 


1561 isted equity securities which are not reported secu- 
rities comprise primarily sole listings on the major regional 
exchanges. The following listed equity securities are “el- 
igible’ for inclusion in the consolidated system within the 
meaning of the joint industry plan (“Plan”), declared ef- 
fective by the Commission pursuant to Rule 17a-15 under 
the Act, governing the consolidated system: (i) securities 
listed on the NYSE, (ii) securities listed on the Amex, and 
(iii) securities listed on any other exchange meeting the 
original listing requirements of the NYSE or Amex. See 
Section VI of the Plan (which also provides that a security 
ceases to be eligible if less than 25 percent of the trans- 
actions in that security occur on exchanges). Network A 
of the consolidated system carries last sale reports for all 
NYSE-listed equity securities. Network B of the system 
carries last sale reports for all Amex-listed equity secur- 
ities plus approximately 30 listed equity securities of 
other exchanges Nerwork B also carries, largely for his- 
torical reasons, last sale reports for Amex-listed bonds 
(plus certain bonds listed on other exchanges except the 
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they are included, are not equity securities (/.e., debt 
securities'®”), would continue to be governed by 
exchange restrictions on such transactions. In addi- 
tion, the proposed amendments to Rule 19c-1 under 
the Act would extend, as does existing Rule 19c-1, 
only to listed equity securities. 1°® The Commission’s 
inclination to limit the scope of proposed Rule 19c-2 to 
reported securities is based primarily on the concern 
that fragmentation and overreaching may represent 
more serious problems in connection with removal of 
off-board principal and ‘‘in-house’’ agency cross re- 
strictions for non-reported securities than is the case 
with respect to reported securities. 159 


While removal of all remaining off-board trading re- 
strictions applicable to member transactions in listed 
securities which are not reported securities might 
improve the depth and liquidity of the markets for 
those securities, 1®° the trading environment for such 
securities would not be subject, under current circum- 
stances, to the price discipline of continuous and com- 





NYSE). See Section XIV of the Plan. While limiting the 
removal of certain off-board trading restrictions to listed 
equity securities included in the consolidated system 
appears desirable at this time, the Commission questions 
any continuing validity to the converse notion that in- 
clusion in national market system facilities, such as the 
consolidated system, should be limited to such securi- 
ties or otherwise confined by the criteria used in the Plan. 


1S7While the Commission doubts that exchange off-board 
trading restrictions applicable to securities other than 
equity securities have had a significant effect on compe- 
tition, comment is invited on that assessment. See Septem- 
ber Release, supra note 3, at 12-13. E.g., NYSE Rule 396 
and Amex Rule 6, governing off-board trading in bonds, 
are not applicable to transactions (principal or agency) in- 
volving more than ninef bonds and, accordingly, may be 
characterized essentially as odd-lot rules. While such rules 
should be scrutinized for compliance with the Act, as is 
taking place in the case of the two cited rules pursuant 
to Section 31(b) of the 1975 Amendments, it does not 
appear that those issued need be resolved in this proceed- 
ing. 


158 Rule 19c-1 was not confined to reported securities be- 
cause the Commission did not believe that agency trans- 
actions not involving “‘in-house” crossing would raise any 
fragmentation or overreaching concerns. 


159 See discussion of fragmentation supra at 961. 


169Such a result might ensue if those exchange members 
which acted as over-the-counter market makers for such 
securities prior to exchange listing were to resume their 
market making activities in those securities. 
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prehensive disclosure of last sale prices and quo- 
tations.1®1 Pricing of reported securities, on the other 
hand, will continue to be subject to the discipline 
exerted by disclosure of last sale prices in the consoli- 
dated system and of current and firm quotation prices, 
factors which may be essential to ‘efficient and fair 
over-the-counter trading in listed securities.18? In ad- 
dition, if it is necessary to adopt new standards for 
over-the-counter dealer conduct with retail customers 
in listed securities in connection with removal of 
off-board trading restrictions, as some commentators 
have suggested, certain of the regulatory approaches 
to the problem of overreaching which rely upon the 
availability of comprehensive current quotation 
information might not be capable of adaption to 
over-the-counter dealings in listed securities which are 
not reported securities. 1®% 


The Commission, however, has not firmly concluded 
that off-board trading restrictions governing over-the- 
counter member trading in listed equity securities not 
included in the consolidated system should be 
retained, and the Commission intends to revisit this 
issue. 184 


Accordingly, commentators should address the 
desirability of, and the special risks attendant to, ex- 
tending proposed Rule 19c-2 to all listed equity 
securities. 


V. Proposed Rules Regarding Overreaching 


A. Alternatives Considered 


Assuming that additional affirmative action is 
necessary to prevent exchange members from dealing 





161The Midwest and Pacific Stock Exchanges do provide 
last sale ticker services with respect to their respective 
sole listings. While over-the-counter principal transactions 
in such unreported listed securities are not included on those 
tickers (at least today), it might be argued that the partial 
last sale information made available by means of those 
tickers would be sufficient to assure continued efficient 
pricing and fair over-the-counter dealing even if all off- 
board trading restrictions applicable to those securities were 
removed. In addition, if exchange members were permitted 
to and did trade in unreported listed securities over-the- 
counter, quotations for at least the more actively traded 
of these securities presumably would be available on 
NASDAQ. 


162 See discussion of fragmentatign supra at 961. 
163 See discussion of infra at 979-980. 
1641+ may be that, notwithstanding the concerns expressed 


above, competition alone will ensure an appropriate en- 
vironment for removal of these restrictions. 
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unfairly with customers after off-board principal re- 
strictions are removed with respect to reported 
securities, the Commission has considered several al- 
ternative methods of regulating such transactions to 
preclude or minimize the possibility of overreaching. 
These alternatives have been embodied in the fol- 
lowing proposed rules: 


(i) Rule 15c5-1[A][17 CFR §240.15c5-1[A]], which 
would preclude any dealer from effecting transactions 
in reported securities over-the-counter as principal 
with any person other than a broker, dealer or finan- 
cial institution (the ‘‘person limit approach’’). 16° 


(ii) Rule 15c¢5-1[B] [17 CFR §240.15c5-1[B]], which 
would require any dealer effecting transactions in re- 
ported securities over-the-counter with any person 
other than a broker, dealer or financial institution to 
do so only at a price at least as favorable to such 
person as the highest bid (in the event the dealer is 
buying) or lowest offer (in the event a dealer is 
selling), in size equal to or greater than the transaction 
size, reflected in a display of quotation information 
disseminated pursuant to proposed Rule 11Ac1-1 
under the Act (the ‘‘price limit approach’’). 1®© 





165The term “financial institution’ would be defined in 
Rule 15c5-1[A] (and the other overreaching rules proposed 
herein) to mean 


any person (other than a broker or dealer) which (i) is other 
than a natural person, or (ii) is in the business of exercising 
investment discretion with respect to the account of any 
other person. 


The proposed definition of financial institution is anal- 
ogous to the definition of.the term “institutional invest- 
ment manager” in Section 13(f)(5)(A) of the Act [15 
U.S.C. 78m(f)(5)(A)]. 


This formulation of such a definition may not be regarded 
as providing protection to persons who ought to be pro- 
tected by any overreaching rule. Commentators are specifi- 
cally requested to comment on the adequacy of this defin- 
ition, to suggest ways of avoiding vagueness in defining 
“financial institution’’ appropriately, and to formulate 
any alternative definitions they believe would improve 
upon the definition the Commission proposes to employ. 


166 Eor purposes of this approach, prices would be required 
to be compared on a basis including any commission which 
would customarily be charged as agent, and any com- 
mission equivalent, markup or differential to be charged, 
so that the aggregate price paid to a seller or paid by a 
buyer would not bé less favorable to the customer than 
the aggregate amount the customer would have received or 
paid had the dealer acted as agent and achieved an execu- 
tion for the customer at the highest bid or offer price re- 
flected in a composite quotation system in a size equal to 
or greater than the transaction size. 


(iii) Rule 15c5-1[C] [17 CFR §240.15c5-1[C]], which 
would require confirmation disclosure of the highest 
bid price and lowest offer price made available to quo- 
tation vendors in accordance with proposed Rule 
11Ac1-1 and displayed on a terminal or other display 
device at the time of any over-the-counter principal 
transaction in a reported security with any person 
other than a broker, dealer or financial institution (the 
*“disclosure approach’’). 


(iv) Rule 15c5-1[D] [17 CFR §240.15c5-1[C]], which 
would require dealers effecting transactions in 
reported securities over-the-counter with any person 
other than a broker, dealer or financial institution to 
do so at prices no less favorable to such persons than 
they know (or reasonably should believe), under all the 
relevant circumstances, could be obtained for such 
persons if they were to act for them in an agency 
capacity (the ‘‘fair dealing approach’’). 


1. The Person Limit Approach 


The person limit approach would involve a limited se- 
gregation of the broker and dealer function and would 
be designed to avoid the overreaching problem 
entirely by precluding direct over-the-counter dealings 
in reported securities between a firm acting as princi- 
pal and those types of customers which the 
Commission and others fear either lack the 
sophistication or the market information necessary to 
enable them to protect their own interests in such 
transactions. '©? The person limit approach would also, 
as a practical matter, substantially reduce any poten- 
tial for significant fragmentation after removal of 
off-board principal restrictions by preventing internali- 
zation of retail order flow and thereby deterring 
integrated firms from making over-the-counter 
markets. 168 While this approach might deter retail 





167Eor the same reason, proposed Rules 15c5-1[B], 15c 
5-1[C] and 15c5-1[D] would also apply only to dealer 
transactions with retail customers (/.e., persons other than 
brokers, dealers or financial institutions). Commentators 
are requested, however, to consider whether application of 
any of the approaches proposed herein, if adopted, should 
be extended to dealing with certain persons or entities cur- 
rently included within the definition of ‘financial institu- 
tion’’ (e.g., because those persons or entities, even though 
technically included within that definition, are also be- 
lieved to lack the sophistication or market information 
necessary to protect themselves from overreaching). 


168Since a major incentive to engage in off-board market 
making seems to be the opportunity for large retail firms 
to internalize their customer order flow and earn both a 
“jobber’s turn’’ and a commission (or its equivalent) on 
each transaction, elimination of that possibility might re- 
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firms from making over-the-counter markets in listed 
securities, the approach might not discourage other 
well-capitalized non-retail oriented firms, such as 
block positioning exchange members, from engaging 
in that activity (to take maximum advantage of their 
relationships with non-retail customers). 169 


The person limit approach does, however, raise a 
number of concerns. First, as noted above, the imposi- 
tion of such a restriction might deter at least one likely 
class of potential entrants into over-the-counter market 
making—retail firms—from engaging in that busi- 
ness,'79 thus reducing the degree to which market 
making competition in listed securities, with its at- 
tendant benefits, will be enhanced (unless such firms 
choose to enter the market making business by 
developing a specialist operation on an exchange to 
compete with. existing specialists and directing its 
order flow to that operation).'7' Second, this ap- 
proach would prevent retail customers from dealing 
with a firm as principal even if its prices were the best 
available.172 Finally, the person limit approach 





duce the likelihood that some retail firms, in an environ- 
ment permitting off-board principal trades only with non- 
retail customers, would attempt to make markets off- 
board. 


169Similarly, third market makers would not appear to 
be materially affected by this approach, at least insofar 
as their present businesses are concerned, since the Com- 
mission understands that such firms do not, for the most 
part, deal directly with persons other than brokers, dealers 
and financial institutions. 


179 This is not to suggest that any greater weight should 
be given to the need to promote dealer competition than 
to protect retail customers. 


171Such an option, of course, if feasible at all, is available 
today, although rules on the primary exchanges precluding 
specialists from having institutional customers effectively 
force firms which have such customers to choose between 
retaining their institutional customers and becoming spe- 
cialists on those exchanges. 


1721+ is almost inconceivable that a retail firm would ever 
put itself in a position where, if its prices were the best 
available, the firm would be obliged to either send its re- 
tail customers to another broker or secure inferior execu- 
tions for those customers. Persons favoring adoption of the 
person limit approach should consider whether an excep- 
tion to that approach to permit principal transactions at the 
most favorable price to the non-professional customer re- 
flected in a composite quotation system might ameliorate 
this concern. Even with such an exception, however, the 
person limit approach would require non-professional 
customers, for the most part, to employ the services of a 
broker, even when those services are not desired. 
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could prevent retail firms from realizing full benefits 
of their elaborate (and costly) systems for handling 
small order inquiry, relegating such firms who de- 
termine to engage in over-the-counter market making 
in listed securities to a position analogous to that of an 
exchange specialist, who relies for the most part on 
brokers to direct order flow to him. 


The NMAB, in commenting on off-board trading re- 
strictions, stated that it was ‘‘sharply divided’’ on the 


question whether principal transactions by firms with | 


their retail customers should be prohibited if off-board 
principal restrictions are removed.'73 Those members 
of the NMAB favoring such a prohibition argued that 
it would (i) reduce fragmentation and facilitate the 
creation of a national market system,174 (ii) avoid 
opportunities for self-dealing and overreaching,175 
and (iii) promote competition and reduce potential 
concentration in both market making and retail 
activities by eliminating the ‘‘inherent advantage” 
which, it is argued, large retail firms with the 
capability to internalize their order flow would 
have. 176 Those opposing any prohibition on off-board 
principal transactions with retail customers argued 
that (i) such a prohibition would represent a burden on 
competition which would unfairly disadvantage certain 
market participants (j.e., large retail firms),‘77 
(ii) there has been no demonstration of actual abuses 
involving overreaching which would justify such 
radical action, 178 (iii) there is an inherent difficulty in 


defining which investors need protection from 
potential overreaching, and, therefore, that any 
definition of ‘‘retail’’ customer’’ which would be 


developed would likely be arbitrary,179 (iv) retail 
customers might incur higher execution charges than 
they would if they were permitted to deal directly with 
market makers,180 and (v) it is anomalous to attempt 
to protect investors in transactions involving securities 
‘‘with the most competitive markets’’ but not those 
with less active markets, about which less information 
is available.181 





173 NMAB Off-Board letter, supra note 17, at 11. 
174 Id, at 12-13. 

175 Id, at 14-16. 

176 1d, at 16-17. 

177 1d, at 17-18. 

178 id, at 18. 


179 1. at 18-19. 
18014 at 19, 
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2. The Price Limit Approach 


The price limit approach is designed to assure that, for 
a substantial volume of principal transactions with 
non-porfessional customers, dealers (including inte- 
grated firms) would be required to buy and sell at 
prices established in part by market participants other 
than themselves, prices which presumably reflect an 
independent response to current market information 
and existing supply and demand in the market place. 
Thus, such dealers would be prevented, to a 
significant degree, from effecting principal trans- 
actions with their own non-professional customers at 
unfair and unrepresentative prices. 


Operation of the price limit approach is illustrated by 
the following example: Assume Broker-Dealer X, an 
integrated retail firm, receives an order from a retail 
customer (i.e.,a person who is not a broker, dealer or 
financial institution)'82 to purchase 500 shares of YZ 
Corporation (‘‘YZ’’), a NYSE-listed company, at the 
market. In giving the order to Broker-Dealer X, the 
customer specifies that he wishes to purchase the YZ 
stock from X acting as principal (since he knows that X 
makes a market in YZ). At the time the order is 
received, the last sale for YZ, as reported in the con- 
solidated system, is $20 per share. 


The order is transmitted by the customer’s registered 
representative to Broker-Dealer X’s trading room, 
where the trader consults the firm’s commission rate 
schedule and a composite quotation display available 
to him on a cathode ray tube device. The commission 
rate schedule indicates that the customer would 
customarily be charged 25 cents per share for a 
transaction of the size proposed in the $20 price range. 
The composite quotation display indicates the follow- 
ing offers and sizes for YZ: 


Offer Price Size 
Exhange A 20-1/8 200 
Exchange B 20-1/8 300 
Mkt Maker C 20-1/4 600 
Mkt Maker D 20-1/4 400 
Exchange E 20-1/4 100 


Armed with this information, Broker-Dealer X’s trader 
can readily compute the best composite composite 
quotation execution (as defined in proposed Rule 
15c5-1[B](c)(1) against which to compare any execu- 
tion as principal with that customer: since the order is 
for 500 shares, the best composite quotation execution 
would be 20-1/4 (the lowest offer price in size equal to 
or greater than the proposed transaction size) plus 1/4 
(the customary commission charge (if X were to act as 
agent), or 20-1/2. Thus, Broker-Dealer X would be 





182 See note 165 supra. 


permitted to deal with the customer as principal if the 
net price to the customer, including any commission 
equivalent, mark-up, or differential to be charged, is 
not higher than 20-1/2.18% 


On the other hand, if the order were for only 100 or 
200 shares, the permissible net price which Broker- 
Dealer X could charge the customer would be 20-3/8 
(i.e., 20-1/8, the lowest offer price in size equal to or 
greater than the proposed transaction size, plus 1/4, 
the customary agency commission’®4). If the order 
were for 700 shares or more, proposed Rule 15c5-1[B] 
would not apply, since there would be no offer price 
displayed in size equal to or greater than the proposed 
transaction size and, therefore, no best composite 
quotation execution against which to compare the net 
price of the principal trade. 


In commenting on proposed Rule 15c5-1[B], interested 
persons are requested to focus specifically on the pos- 
sible impact of the price limit approach on market 
making activities and on public investors. First, the 
Commission requests commentators to evaluate 
whether restrictions on dealer activities based on 
machine-displayed quotations are appropriate in light 
of the fact that those quotations would not always be 
firm because of the contemplated exceptions to the 
requirement of firmness contained in proposed Rule 
11Ac1-1.'8° The fact that quotations under proposed 





183 Any commission equivalent, mark-up or differential 
charged in connection with the transaction must not be 
excessive. See Shearson Hammil & Co., 42 SEC 811 
(1965); Trost & Co., Inc., 12 SEC 531 (1942); F. S. Johns 
& Co., Inc., 43 SEC 124 (1966); Charles Hughes v. SEC, 
139 F. 2d 434 (2d Cir. 1943), cert. denied 321 U.S. 786 
(1944); Barnett v. U.S., 319 F. 2d 340 (8th Cir. 1963); 
SEC v. Seaboard Securities Corp. [1966-67 Transfer 
Binder] Fed. Sec. L. Rep. (CCH) 491,697 (S.D.N.Y. 
1966); See a/lso NASD Rules of Fair Practice, Art. III, 
Sec. 4, in NASD Manual, at 2054; Ross Securities, Inc., 
40 SEC 1064 (1962); Gleason d/b/a Sherman Gleason and 
Co., 15 SEC 639 (1944): Graham & Co., 38 SEC 314 
(1958); Boren & Co., 40 SEC 217 (1960); Naftalin & Co., 
Inc., Securities Exchange Act “elease No. 7220 (January 
10, 1964); Norman J. Adams <: Co., Inc., Securities Ex- 
change Act Release No. 7327 (lay 27, 1964); Samuel B. 
Franklin & Co., 38 SEC 908 (1959), affd sub. nom. 
Samuel B. Franklin & Co. v. SEC, 290 F. 2d 719 (9th Cir. 
1961), cert. denied 368 U.S. 889 {1959). 


184 This, of course, assumes that Broker-Dealer X would 
charge the customer the same ;er share commission rate 
for executing a 100 or 200-shar* transaction in a particu- 
lar security as it would be executi::: a 500-share transaction 
in that security. 


185 See Securities Exchange Act Release No. 13626 (June 
14, 1977), FR (1977) and Rule 11Ac1-1; 
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Rule 11Ac1-1 under the Act will not always be firm 
may be viewed as so severe a defect in the price limit 
approach that it should not be adopted. Commentators 
should also consider the competitive impact of restrict- 
ing prices at which over-the-counter principal trans- 
actions with non-professional customers may occur by 
reference to bids and offers in a composite quotation 
system (assuming that those bids and offers, even 
when not firm, would generally be reflective of the 
market for a particular security). 


Finally, commentators should consider the possibility 
that, since the price limit approach, as proposed, 
would not apply to transactions in size greater than the 
sizes for which bids and offers are entered in a 
composite quotation system, a material number of 
sizeable principal transactions (or even medium-sized 
transactions -if exchanges and third market maker 
quotations are made available only with minimal size) 
with non-professional customers would not be 
protected from overreaching by this approach. Com- 
mentators should evaluate the effect of such a 
development on public investors, and, if they believe 
the coverage of Rule 15c5-1[B] is not sufficient in that 
regard, suggest alternative proposals for applying the 
price limit approach to transactions in size above the 
maximum displayed in a quotation system (including 
appropriate methods of determining the price levels at 
which principal! transactions should be permitted). 


3. The Disclosure Approach 

The disclosure approach would operate on the tradi- 
tional theory underlying the federal securities law that 
‘‘fsjunlight is... the best of disinfectants; electric 
light the most efficient policeman.’’ 186 Disclosure on 
the confirmation of the highest bid price and lowest 
offering price displayed in a composite quotation 
system at the time of a principal over-the-counter 
transaction with a non-professional customer is in- 





note 118 supra. In this regard, the Commission specifically 
requests comments on whether an alternative formulation 
of the price limit approach should be developed to cope 
with periods during whici: quotations reflected in a com- 
posite quotation system are not firm because of high trans- 
action volume or unusual market conditions or for other 
reasons. See Rule 11Ac1-1(b)(3). For example, commen- 
tators should consider the feasibility of requiring, during 
such periods, adherence to a price limit referenced to bids 
and offers in the most active market for the security in- 
volved obtained by telec’:one immediately prior to consum- 
mation of a principal transaction. They should also consider 
whether dealers shou!c se relieved of their obligations when 


they know that quotations reflected in the composite quo- 
tation system are not firm. 


1861 Brandeis, Other People's Money 92 (1914). 
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tended to enable the customer to evaluate for himself 
the quality of principal executions. 187 The disclosure 
approach is, of course, based on existing principles of 
common and federal securities law relating to 
disclosures which must be made by any person in a 
fiduciary capacity who desires to deal with a customer 
as principal;188 the disclosure approach, however, 
would apply to all dealers effecting transactions in 
listed securities with non-professional customers 
regardless of the existence of a fiduciary relationship. 


Proposed Rule 15c5-1[C] would require confirmation 
disclosure to a non-professional customer of the inside 
machine-displayed quotation (j.e., the highest bid 
price and lowest offer price) in connection with an 
over-the-counter principal transaction in a reported 
security regardless of whether or not the number of 
shares involved in the transaction is less than or equal 
to the largest size displayed in a composite quotation 
system at the time of the transaction. The Commission 
believes that disclosure of that inside market would 
still be useful to investors despite the fact that the 
inside machine-displayed quotation may not indicate 
actual alternative execution possibilities for that 
amount of securities if a transaction involves a number 
of shares greater than that which could be obtained 
based on bids and offers in a composite quotation 
system (in reliance on Rule 11Aci-1). Machine-dis- 
played quotations after adoption of proposed Rule 
11Aci-1 would, in the Commission’s view, be a 
reliable indicator of at least the round lot market for a 
particular security, even during periods when those 
quotations would not be required to be firm because of 
one of the exceptions provided in that rule. As a 
result, customers would have an effective yardstick 
against which to measure the price they receive or pay 
in a principal transaction and a means of preventing 
firms from dealing at prices which are less favorable 
than the best alternative execution available if they 
acted as agent. 


Of course, any number of factors, including the size of 
the transaction, the volatility, depth and liquidity of 
the security involved, and general market conditions, 
could cause the price for an individual principal trans- 





187A Similar approach to over-the-counter dealer transac- 
tions was proposed, but finally rejected, by the Commission 
in 1942. That proposal would have required every dealer 
executing a purchase or sale in the over-the-counter market 
to disclose to his customer the best independent bid and 
asked price available upon the exercise of reasonable dili- 
gence, or the fact that no such bid or asked price could be 
so ascertained. See Securities Exchange Act Release No. 
3940 (April 2, 1947). 








188 


See discussion supra at 966-967. 
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action (excluding any commission equivalent or 
differential charged in connection with that trans- 
action) to be less favorable than the inside machine- 
displayed quotation (particularly if that inside 
quotation is for: minimum size). For this reason, the 
Commission believes that disclosure of the inside 
quotation may be an effective method of deterring 
overreaching without limiting the price flexibility of 
firms wishing to deal as principal over-the-counter 
with their non-professional customers. 189 


4. TheFair Dealing Approach 


The fair dealing approach (a variation of the price limit 
approach discussed earlier) would impose a broad fair 
dealing obligation on dealers effecting over-the- 
counter transactions in reported securities with non- 
professional customers. Under this approach, dealers 
could not effect principal transactions with such 
customers at prices which are less favorable to those 
customers than they know, or reasonably should 
believe, under all the relevant circumstances, could be 
obtained for such customers if they were to act as 
agent in effecting such transactions. 


The fair dealing approach would detail certain cir- 
cumstances to be considered by dealers in establishing 
prices at which they may deal with non-professional 
customers.'9° These circumstances would include, but 
not be limited to, the size of the transaction and the 
dealer’s knowledge of, access to, and costs in obtain- 
ing access to, other buying and selling interest in the 
reported security involved (including communications 
and clearance and settlement costs), his knowledge of 
the prices of recently completed transactions in that 
security and his knowledge of the size of such buying 
and selling interest and such completed transactions. 


Finally, proposed Rule 15c5-1[D] would include a pre- 
sumption that, with respect to transactions in reported 





189 Dersons commenting on the disclosure approach should 
specifically address whether such approach, if adopted, 
should be limited in its scope to transactions in size equal 
to or less than the greatest size displayed in a composite 
quotation system. In addition, commentators should con- 
sider whether the required confirmation disclosure should 
be limited to the side of the market involved in the transac- 
tion (/.e., the highest bid price in the case of a sale by a cus- 
tomer). In considering these aspects of the disclosure ap- 
proach, the Commission believes that cost analyses relating 
to the various alternatives would be helpful in establishing 
the appropriate degree of disclosure to be sought (assuming 
this approach is adopted). 


19°Proposed Rule 15c5-1[D](c) [17 CFR §240.15c5-1 
[D] (c)]. 


securities, dealers know that, if they act as agent, they 
can obtain prices for non-professional customers at 
least as favorable as the highest bid and lowest offer 
prices, in size equal to or greater than the 
transaction size, made available in accordance with 
proposed Rule 11Ac1-1 and displayed by any quotation 
vendor at the time of any principal trade. 191 


As an alternative to the fair dealing formulation em- 
bodied in Rule 15c5-1[D], interested persons should 
consider the desirability and feasibility of requiring 
any dealer who effects as principal over-the-counter 
transactions in reported securities with non-pro- 
fessional customers to have the burden of 
demonstrating that the price to the customer was at 
least as favore.ble as the best alternative execution 
available under all relevant circumstances, or that the 
dealer acted under those circumstances in the best 
interests of the customer. 


B. Additional Considerations 


In considering the specific approaches discussed 
herein designed to ameliorate concerns regarding 
over-reaching, commentators are also requested to 
focus on certain additional considerations relating to 
the scope of the proposals and to the need for 
additional regulatory action to deal with overreaching 
in other contexts. 


1. Reported Securities 


As discussed earlier, the approaches to overreaching 
embodied in proposed Rules 15c5-1[A], 15c5-1/[B], 
15c5-1[C] and 15c5-1[D] are limited in their application 
to transactions in reported securities. The primary 
reason for this limitation, as mentioned above in 
connection with the discussion of proposed Rule 
19c-2,192 is that two of the three approaches proposed 
herein—the price limit approach and the disclosure 
approach—rely on the availability of comprehensive, 
current and reliable quotation information from the 
various market centers where transactions in listed 
securities could take place.193 Since the prime means 





191Proposed Rule 15c5-1[D] (b) [17 CFR §240.15c5-1 
[D] (b)]. Commentators are requested to focus on the 
appropriateness of such a presumption in light of the vari- 
ous exceptions from firmness provided in proposed Rule 
11Ac1-1. See Securities Exchange Act Release No. 13626 
(June 14, 1977), FR (1977). 





192 See discussion supra at 974. 

1931, addition, the presumption contained in paragraph 
(b) of proposed Rule 15c5-1[D] relies on the type of quo- 
tation information contemplated by Rule 11Ac1-1. 
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of ensuring such availability, proposed Rule 11Ac1-1, 
would be limited in its application to reported secu- 
rities, adaptation of these approaches to over-the- 
counter dealings in listed securities which are not re- 
ported securities would be extremely difficult. 


Nonetheless, the Commission wishes to consider, as 
discussed above, the appropriateness of removing the 
remaining off-board principal and agency restrictions 
for all listed equity securities. Commentators favoring 
removal of off-board trading restrictions for all listed 
equity securities should address whether the price 
limit or disclosure approaches should be modified to 
adapt them to equity securities which are not reported 
securities, and, if so, what reference should be used to 
measure permissible transactions or as the basis for 
required confirmation disclosure. 194 


2. Exchange Markets 


The overreaching approaches proposed herein also 
would not be applicable to transactions in reported 
securities occurring on national securities exchanges. 
The principal reason for suggesting such a limitation, 
as discussed above in the Commission’s general 
consideration of overreaching concerns, is_ that 
principal transactions occurring on exchange markets 
seem less likely to have overreaching implications 
because of the displacement process and exchange 
rules limiting dealer activity. It may be argued, 
however, that application of the overreaching 
approaches only to over-the-counter transactions by 
dealers in reported securities may result in competi- 
tive disadvantages to over-the-counter market makers 
relative to exchange dealers (e.g., exchange special- 
ists). Commentators are requested to assess the com- 
petitive impacts of the proposed overreaching rules 
and to consider the impacts of, and the need for, 
applying such rules to principal transactions effected 
on exchanges. 


3. Over-the-Counter Securities 


As indicated previously, risks of overreaching are also 
present in the case of trading in non-listed securi- 
ties.195 Moreover, in certain ways, the markets for 
non-listed securities present an even greater threat of 
abuse, particularly in light of the absence of current 
last sale reporting.196 Commentators are requested, 





19415 addition, commentators favoring the fair dealing 
approach embodied in Rule 15c5-1[D] should consider the 
possible application of that approach (particularly the pre- 
sumption contained in paragraph (b) to non-reported 
securities. 






195 See discussion supra at 965, n. 106. 
196 See note 106 supra. 
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therefore, to consider the need for, and the impact of, 
application of the types of approaches embodied in 
proposed Rules 15c5-1[A], 15c5-1[B], 15c5-1[C] and 
15c5-1[D] to the over-the-counter markets generally.'97 


4. Agency Transactions 


The overreaching rules proposed herein would be ap- 
plicable only to dealer activity. Certain of the 
approaches discussed, particularly the confirmation 
disclosure approach contemplated by proposed Rule 
15c5-1[C], appear to be capable of application also to 
agency transactions in reported securities. Commenta- 
tors favoring the disclosure approach, therefore, 
should also consider and comment on the feasibility 
and desirability of extending that approach to cover 
agéncy transactions as well—whether occurring over- 
the-counter or on exchanges. 198 


Vl. Texts of Proposed Rules 


The Securities and Exchange Commission hereby 
proposes to amend Rule 19c-1 under the Act [17 CFR 
§240.19c-1] and to adopt Rule 19c-2 under the Act[17 
CFR §240.19c-2] pursuant to its authority under the 
Securities Exchange Act of 1934 [15 U.S.C. 78a et 
seq., aS amended by Pub. L. No. 94-29 (June 4, 
1975)], and particularly Sections 2, 3, 6, 11, 11A, 17, 
19 and 23 thereof [15 U.S.C. 78b, 78c, 78f, 78k, 78k-1, 
78q, 78s and 78w]. These rule changes are intended to 
amend the rules of national securities exchanges to 
conform those rules to the requirements of the Act and 
to further the purposes of the Act, particularly the 
protection of investors, the maintenance of fair and 
orderly markets, and the removal of impediments to 
and the facilitation of the establishment of a national 
market system. The texts of the proposed amendments 
to Rule 19c-1 and of Rule 19c-2 are as follows: 


Rule 19c-1 under the Act [17 CFR §240.19c-1] is 
amended to read as follows: 


§240.19c-1 Governing certain off-board agency trans- 
actions by members of national securities exchanges 





197The Commission notes in this regard that it is con- 
sidering, independent of this proceeding, amendment of 
Rule 10b-10 under the Act [17 CFR §240.10b-10] to re- 
quire confirmation disclosure similar to that contemplated 
by proposed Rule 15c5-1[C] in connection with principal 
transactions in non-listed securities quoted in NASDAQ. 
See Securities Exchange Act Release No. 13661 (June 23, 
1977), FR (1977). 








198 Anplication of the disclosure approach to agency trans- 
actions could be justified even if the disclosure approach as 
applied to dealers did not cover exchange transactions. 
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The Rules of each national securities exchange shall 
provide as follows: 


No rule, stated policy or practice of this exchange shall 
prohibit or condition, or be construed to prohibit or 
condition or otherwise limit, directly or indirectly, the 
ability of any member acting as agent to effect any 
transaction otherwise than on this exchange with 
another person (except when such member also is 
acting as agent for such other person in such 
transaction) in any equity security listed in this 
exchange or to which unlisted trading privileges on 
this exchange have been extended. 





§240.19c-2 Governing off-board agency cross and 
principal transactions by members of national secu- 
rities exchanges 


After December 31, 1977, the rules of each national 
securities exchange shall provide as follows: 


(a) Norule, stated policy or practice of this exchange 
shall prohibit or condition, or be construed to prohibit, 
condition or otherwise limit, directly or indirectly, the 
ability of any member acting as agent for both buyer 
and seller to effect any cross transaction otherwise 
than on this exchange in any reported exchange secu- 
rity. 


(b) Norule, stated policy or practice of this exchange 
shall prohibit, condition, or be construed to prohibit, 
condition, or otherwise limit, directly or indirectly, the 
ability of any member acting as principal to effect any 
transaction otherwise than on this exchange with any 
person in any reported exchange security. 


(c) For purposes of this rule, the term ‘‘reported ex- 
change security’’ shall mean any equity security listed 
on this exchange or to which unlisted trading privileges 
on this exchange have been extended as to which last 
sale information is reported in the consolidated 
transaction reporting system. 


(Secs. 2, 3, 6, 11, 17, 19, 23, Pub. L. 78-291; 48 Stat. 
881, 882, 885, 891, 897, 898, 901, as amended by Secs. 
2, 3, 4, 6, 14, 16, 18, Pub. L. 94-29, 89 Stat. 97, 104, 
110, 137, 146, 155 (18 U.S.C. 78b, 78c, 78f, 78k, 78q, 
78s, 78w, as amended by Pub. L. 94-29 (June 4, 
1975)); Sec. 7, Pub. L. 94-29, 89 Stat. 111 (15 U.S.C. 
78k-1)) 


The Securities and Exchange Commission hereby pro- 
poses Rules 15c5-1[A], 15c5-1[B], 15c5-1[C] and 


15c5-1[D] [17 CFR §§240.15c5-1[A], 240.15c5-1[B], 
240.15c5-1[C] and 240.15c5-1[D]] pursuant to its 
authority under the Securities Exchange Act of 1934 
[15 U.S.C. 78a et seq., as amended by Pub. L. No. 
94-29 (June 4, 1975)], particularly Sections 2, 3, 6, 9, 
10, 11, 11A, 15, 15A, 17 and 23 thereof [15 U.S.C. 
78b, 78c, 78f, 78i, 78), 78k, 78k-1, 780, 780-3, 78q and 
78w]. The texts of the proposed rules are as follows: 


§240.15c5-1[A] 
actions 


Governing off-board dealer trans- 


(a) After December 31, 1977, no dealer shall effect 
any transaction in any reported security as principal 
otherwise than on a national securities exchange with 
any person ot%er than a broker, dealer or financial 
institution. 


(b) For purposes of this section: 


(1) The term ‘‘financial institution’’ shall mean any 
person (other than a broker or dealer) which (i) is 
other than a natural person, or (ii) is in the business of 
exercising investment discretion with respect to the 
account of any other person. 


(2) The term ‘‘reported security’’ shall mean any 
equity security as to which last sale information is 
reported in the consolidated transaction reporting 
system. 





§240.15c5-1[B] trans- 


actions 


Governing off-board dealer 


(a) After December 31, 1977, no dealer shall effect 
any transaction in any reported security as principal 
otherwise than on a national securities exchange with 
any retail customer at a price less favorable to such 
retail customer than the best composite quotation 
execution, if any. 


(b) For purposes of paragraph (a) of this section, the 
price at which a principal transaction with a retail 
customer is effected shall be deemed to be the trans- 
action price to be reported for inclusion in the con- 
solidated transaction reporting system plus (in the 
case of an order to buy) or minus (in the case of an 
order to sell) an amount equal to any commission 
equivalent or differential to be charged by such dealer 
in connection with the transaction. 


(c) For purposes of this section: 


(1! The term ‘‘best composite quotation execution’’ 
shall mean the lowest offer price (in the case of an 
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order to buy) or the highest bid price (in the case of an 
order to sell), in a size equal to or greater than the 
transaction size, made available to quotation vendors 
pursuant to §240.11Aci-1 (Rule 11Ac1-1 under the 
Act) and displayed by any such vendor on a terminal 
or other display device at the time such transaction is 
(or reasonably should have been) effected, plus (in the 
case of an order to buy) or minus (in the case of an 
order to sell) 


(i) if the dealer does not act as agent for retail 
customers in effecting transactions in reported securi- 
ties, an amount equal to any commission equivalent or 
differential customarily charged by such dealer to such 
a retail customer when acting as dealer in effecting 
transactions in securities in the price range of the 
security to be purchsased or sold in amount equal to 
the transaction size; or 


(ii) if the dealer does act as agent for retail 
customers in effecting transactions in reported secu- 
rities, an amount equal to any commission customarily 
charged by such dealer to such a retail customer when 
acting as agent in effecting transactions in securities 
in the price range of the security to be purchased or 
sold in amounts equal to the transaction size. 


(2) The term ‘‘retail customer’’ 
person other than a _ broker, 
institution. 


shall mean any 
dealer or financial 


(3) The term ‘‘financial institution’’ shall mean any 
person (other than a broker or dealer) which (i) is 
other than a natural person, or (ii) is in the business of 
exercising investment discretion with respect to the 
account of any other person. 


(4) ‘ The term ‘‘reported security’’ shall mean any 
equity security as to which last sale information is re- 


ported in the consolidated transaction reporting 
system. 
(5) The term ‘‘quotation vendor’’ shall have the 


meaning provided 
under the Act). 


in §240.11Ac1-1 (Rule 11Act1-1 





§240.15c5-1[C] 
actions 


Governing off-board dealer trans- 


(a) After December 31, 1977, no dealer shall effect 
any transaction in any reported security as principal 
otherwise than on a national securities exchange with 
any retail customer unless such dealer shall disclose to 
such retail customer, at or before the completion of the 
transaction, by means of a written notification meeting 
the requirements of §240.10b-10 (Rule 10b-10 under 
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the Act), both the highest bid price and the lowest 
offer price made available to quotation vendors 
pursuant to §240.11Ac1-1 (Rule 11Ac1-1 under the 
Act) and displayed by any such vendor on a terminal 
or other display device at the time such transaction is 
(or reasonably should have been) effected. 


(b) 
(1) The term ‘‘retail customer’’ shall mean any 


person other than a broker, dealer or financial insti- 
tution. 


For purposes of this section: 


(2) The term ‘‘financial institution’’ shall mean any 
person (other than a broker or dealer) which (i) is 
other than a natural person, or (ii) is in the business of 
exercising investment discretion with respect to the 
account of any other person. 


(3) The term ‘‘reported security’’ shall mean any 
equity security as to which last sale information is 
repoprted in the consolidated transaction reporting 
system. 


(4) The term ‘‘quotation vendor’’ shall have the 
meaning provided in §240.11Ac1-1 (Rule 11Ac1-1 
under the Act). 


(5) The term ‘‘completion of the transaction’’ shall 
have the meaning provided in §240.15c1-1 (Rule 
15ci-1 under the Act). 





§240.15c5-1[D] Governing off-board dealer trans- 
actions 


(a) After December 31, 1977, no dealer shall effect a 
transaction in any reported security with a retail 
customer as principal otherwise than on a national 
securities exchange at a price (excluding any com- 
mission equivalent or differential customarily charged 
by such dealer in connection with the transaction), 
which under all of the relevant circumstances, such 
dealer knows (or has reason to believe) is less 
favorable to such customer than could be obtained for 
such customer by such dealer if he were to act as an 
agent for such customer in effecting such transaction. 


(b) For purposes of paragraph (a) of this section, a 
dealer shall be presumed to know, in connection with 
any principal transaction in a reported security with a 
retail customer, that, if he were to act as an agent for 
such customer, he could obtain for such customer a 
price (exclusive of any commission customarily 
charged by such dealer in connection with the trans- 
action) at least as favorable to him as the highest bid 
price or the lowest offer price for that reported 
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security, in a size equal to or greater than the 
transaction size, made available to quotation vendors 
pursuant to §240.11Ac1-1 (Rule 11Aci-1 under the 
Act) and displayed by any such vendor on a terminal 
or other display device at the time such transaction is 
(or reasonably should have been) effected. 


(c) For purposes of paragraph (a) of this section, 
relevant circumstances shall include, but not be 
limited to, the size of the transaction and such dealer’s 
knowledge of, access to, and costs in obtaining access 
to, other buying and selling interest in such reported 
security (including communications and clearance and 
settlement costs), his knowledge of the prices of 
recently completed transactions in such security and 
his knowledge of the size of such buying and selling 
interest and such completed transactions. 


(4) For purposes of this section: 


(1) The term ‘‘reported security’’ shall mean any 
equity security as to which last sale information is 
reported in the consolidated transaction reporting 
system. 


(2) The term ‘‘retail customer’’ shall mean any 
person other than a broker, dealer or financial insti- 
tution. 


(3) The term ‘‘financial institution’’ shall mean any 
person (other than a broker or dealer) which (i) is 
other than a natural person, or (ii) is in the business of 
exercising investment discretion with respect to the 
account of any other person. 


(4) The term ‘‘quotation vendor’’ shall have the 
meaning provided in §240.11Ac1-1 (Rule 11Act1-1 
under the Act). 


(Secs. 2, 3, 6, 11, 15, 17, 23, Pub. L. 78-291, 48 Stat. 
881, 882, 885, 891, 895, 897, 901, as amended by Secs. 
2, 3, 4, 6, 11, 14, 18, Pub. L. 94-29, 89 Stat. 97, 104, 
110, 121, 137, 155 (15 U.S.C. 78b, 78c, 78f, 78k, 780, 
78q. 78w, as amended by Pub. L. 94-29 (June 4, 
1975)); Secs. 9, 10, Pub. L. 78-291, 48 Stat. 889, 891 
(15 U.S.C. 78i, j); Sec. 1, Pub. L. 75-719, 52 Stat. 
1070, as amended by Sec. 7, Pub. L. 88-467, 78 Stat. 
574 and Sec. 12, Pub. L. 94-29, 89 Stat. 127 (15 U.S.C. 
780-3, as amended by Pub. L. 94-29 (June 4, 1975)); 
Sec. 7, Pub. L. 94-29, 89 Stat. 111 (15 U.S.C. 78k-1)) 


Vil. Recent Source Materials and Request for Public 
Comment 


Set forth below is a list of source materials relating to 
off-board trading restrictions and associated issues 


which have become available since the September 
Report. 199 


Commission Releases under the Act: 


No. 11628 (September 2, 1975), 40 FR 41808 (1975) 
Report to Congress regarding exchange off-board 
trading rules and announcement of rulemaking 
proceeding 


No. 11689 (September 29, 1975), 40 FR 45203 (1975) 
Postponement of oral hearings and announcement of 
tentative schedule 


No. 11899 (December 4, 1975) Conclusion of rulemak- 
ing proceeding 


No. 11942 (December 19, 1975), 41 FR 4507 (1976) 
Adoption of Rule 19c-1 


No. 11943 (December 19, 1975), 41 FR 838 (1976) 
Order disapproving proposed rule change filed by the 
New York Stock Exchange 


No. 12018 (January 14, 1976), 41 FR 3369 (1976) 
Effectiveness of amendments to short sale rules 


No. 11943 (December 19, 1975), 41 FR 838 (1976) 
Order disapproving proposed rule change filed by the 
New York Stock Exchange 


No. 12018 (January 14, 1976), 41 FR 3369 (1976) Effec- 
tiveness of amendments to short sale rules 


No. 12055 (January 27, 1976), 41 FR 8075 (1976) 
Proposals relating to Section 11 (a) 


No. 12138 (February 25, 1976) Notice of further 
clarification of availability of last sale information on a 
real-time Basis 


No. 12157 (March 2, 1976), 41 FR 10662 (1976) Rules 
of national securities exchanges relating to member- 
ship and association with members 


No. 12159 (March 2, 1976) Request for public com- 
ment on issues related to the development of a 
composite central limit order repository 


No. 12181 (March 11, 1976), 41 FR 11898 (1976) Insti- 
tution of proceeding to consider certain rule changes 
filed by the New York Stock Exchange regarding 





199 See note 5 supra for reference to citations of earlier 
source materials. A/so see note 21 supra for citation of 
exchange rule change filings responding to Rule 19c-1 and 
Commission orders of approval. 
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foreign membership (File Nos. SR-NYSE-76-7 and 
SR-NYSE-76-8) 


No. 12249 (March 23, 1976), 41 FR 13679 (1976) Notice 
of proceeding to consider disapproval of proposed rule 
change filed by the New York Stock Exchange regard- 
ing off-board trading restrictions (File No. SR-NYSE- 
76-5) 


No. 12403 (May 3, 1976) Extension of comment period 
on issues relating to composite limit order repository 


No. 12664 (July 28, 1976) Notice of withdrawal of pro- 
posed rule change filed by the New York Stock 
Exchange regarding off-board trading restrictions (File 
No. SR-NYSE-76-5) 


No. 12670 (July 29, 1976), 41 FR 32856 (1976) Publi- 
cation of proposed Rule 11Ac1-1 governing quotations 
in listed securities 


No. 12717 (August 19, 1976), 41 FR 36094 (1976) 
Order approving proposed rule change filed by the 
American Stock Exchange rescinding the ‘‘New York 
City’’ rule (File No. SR-Amex-76-17) 


No. 12806 (September 16, 1976), 41 FR 41432 (1976) 
Notice of proposed Rule 10b-10 regarding confirma- 
tions 


No. 12859 (October 4, 1976), 41 FR 47121 (1976) Order 
approving proposed rule change filed by the New York 
Stock Exchange rescinding the ‘‘New York City’’ rule 
(File No. SR-NYSE-76-47) 


No. 12935 (October 28, 1976), 41 FR 49091 (1976) 
Adoption of Rule 17d-2 authorizing the filing of plans 
allocating regulatory responsibility among self-regu- 
latory organizations 


No. 13091 (December 21, 1976), 41 FR 56530 (1976) 
Notice of rulemaking proceeding on short sale regula- 
tion 


No. 13092 (December 21, 1976), 41 FR 56542 (1976) 
Notice of revised proposals regarding short sales in 
connection with underwritten offerings 


No. 13388 (March 18, 1977), 42 FR 16746 (1977) 
Proposed rules regarding Section 11 (a) 


No. 13508 (May 5, 1977), 42 FR 25318 (1977) Adoption 
of Rule 10b-10 governing confirmations 











No. 13626 (June 14, 1977), FR (1977) 
Publication of revision of proposed Rule 11Ac1-1 
governing quotations in listed securities 
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Commission Reports to Congress: 


Securities and Exchange Commission, Report to 
Congress on Rules of National Securities Exchange 
Which Limit or condition the Ability of Members to 
Effect Transactions Otherwise than on Such 
Exchanges (September 2, 1975) 


Securities and Exchange Commission, Report to 
Congress on the Effect of the Absence of Fixed Rates 
of Commissions (December 1, 1975) 


Securities and Exchange Commission, Second Report 
to Congress on the Absence of Fixed Rates of 
Commissions (March 29, 1976) 


Securities and Exchange Commission, Third Report to 
Congress on the Effect of the Absence of Fixed Rates 
of Commissions (August 10, 1976) 


Securities and Exchange Commission, Fourth Report 
to Congress on the Effect of the Absence of Fixed 
Rates of Commissions (January 28, 1977) 


Securities and Exchange Commission, Fifth Report to 
Congress on the Effect of the Absence of Fixed Rates 
of Commissions (May 26, 1977) 


Commission Decisions: 


In Re: Application of the Boston Stock Exchange for 
Unlisted Trading Privileges in the Common Stock of 
Ludlow Corporation, Securities Exchange Act Release 
No. 13359 (March 11, 1977), petition for review pending 


As indicated above, interested persons are invited to 
submit written presentations of views, data and 
arguments concerning the proposed amendments to 
Rule 19c-1 under the Act and proposed Rules 19c-2, 
15c1-5[A], 15c1-5[B], 15c1-5[C] and 15c1-5[D] there- 
under and the issues discussed above (including 
written presentations responding to written or oral 
presentations of others). As an aid to persons 
interested in submitting such presentations, particular 
items as to which the Commission has specifically 
requested the submission of comments are set forth 
below. Each item in the following enumeration has 
been described below in a cursory manner; for a 
complete discussion, interested persons should refer 
to the indicated portions of the text of this release. 

















1. Comments concerning experience under Rule ' 


19c-1 under the Act since January 2, 1977 (p. 22, n. 
30). 
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2. Comments from persons believing that off-board 
trading restrictions no longer represent burdens on 
competition or that, in any event, they should be 
retained to further the purposes of the Act (pp. 35-36). 


3. Comment on proposed amendments to Rule 19c-1 
and proposed Rule 19c-2 under the Act. 


4. Comments attempting to demonstrate that the 
purposes of the Act would be furthered by retention of 
off-board trading restrictions and with respect to the 
relative merits (if any) of those restrictions as a means 
of fulfilling those purposes compared to other means 
(p. 42). 


5. Comments on (i) the consequences of any 
additional market fragmentation believed to result 
from removal of off-board trading restrictions and 
ways of addressing those consequences, and (ii) 
feasible steps following such removal to assure 
adequate surveillance and equal regulation (pp. 
43-44). 


6. Comments as to the importance of an operational 
composite quotation system to maintenance of pricing 
efficiency and whether absence of such a system 
would justify delay in removal of off-board principal 
restrictions (p. 56, n. 85). 


7. Comments setting forth the bases for any views 
contrary to the Commission’s understanding that price 
competition, in the current market environment, has 
had only a limited influence on broker order routing 
behavior (p. 60, n. 90). 


8. Comments as to whether (i) limit order protection 
would necessarily be reduced if off-board principal 
restrictions are removed, and (ii) any likely diminution 
in such protection would justify retention of those 
restrictions (pp. 67 and 64). 


9. Comments evaluating proposed Rules 15c1-5[A], 
15c1-5[B], 15c1-5[C] and 15c1-5[D] in light of current 
legal standards applicable to dealer conduct and the 
impact of current last sale and quotation disclosure on 
overreaching (p. 85). 


10. Comments on specialists’ obligations under Rule 
11b-1 under the Act (pp. 88-89). 


11. Comments on exchange rules prohibiting 
specialists from engaging in direct institutional 
dealings (pp. 89-90). 


12. Comments on other Commission or self-regula- 
tory organization rules which should be altered after 
elimination of off-board trading restrictions in view of 
the equal regulation standards of the Act (p. 90). 


13. Comments on appropriate changes in the 
Commission’s recordkeeping rules and proposals from 
self-regulatory organizations and exchange member 
firms as to surveillance programs which would ensure 
that adequate records of off-board principal 
transactions are maintained (p. 91, n. 132). 


14. Comments by persons believing that off-board 
principal restrictions should be removed only to the 
extent necessary to permit bona fide market making, 
indicating the reaons for that belief (p. 98, n. 141). 


15. Comments on the Commission’s proposal to 
limit application of proposed Rule 19c-2 under the Act 
to reported securities (pp. 106-11). 


16. Comments on the Commission’s proposed 
definition of ‘‘financial institution’ for purposes of its 
proposed overreaching rules (p. 111, n. 165). 


17. Comments on whether the protections contem- 
plated by the Commission’s proposed overreaching 
rules should be extended to certain persons who are 
included within the proposed definition of ‘‘financial 
institution’ for purposes of those rules (p. 114, n. 
167). 


18. Comments on the person limit approach, par- 
ticularly whether the proposed rule should permit 
principal transactions with non-professional customers 
at the most favorable price shown in a composite 
quotation system (p. 116, n. 172). 


19. Comments on the price limit approach, 
particularly with respect to (i) the impact of the 
approach on market makers and investors, (ii) the con- 
sequences of the exceptions to quotation firmness in 
proposed Rule 11Aci-1 under the Act, (iii) the com- 
petitive impact of restricting prices for over-the- 
counter principal transactions with non-professional 
customers, and (iv) the size limitation employed in the 
proposed rule (pp. 123-25). 


20. Comments on the disclosure approach, par- 
ticularly with respect to (i) wnether application of the 
proposed rule should be limiied to transactions in size 
equal to or less than the greatest size displayed in a 
composite quotation system, and (ii) whether only the 
bid or offer price representing the other side of the 
market should be required to be disclosed (p. 128, n. 
189). 


21. Comments on the fair dealing approach, par- 
ticularly with respect to (i) the appropriateness of the 
presumption as to the availabi''ty of bids and offers in 
a composite quotation system, and (ii) other 
formulations of that approach, such as requiring the 
dealer to demonstrate that the price to the customer 
was at least as favorable as the best alternative 
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execution available or that he acted in the best 
interests of the customer (p. 130, n. 191 and pp. 
130-31). 


22. Comments as to whether certain of the 
Commission’s proposed overreaching rules should be 
modified to apply to ail listed securities (pp. 131-32). 


23. Comments with respect to the competitive im- 
pacts of the proposed overreaching rules and whether 
they should be modified to apply to exchange 
transactions (p. 133). 


24. Comments as to whether overreaching rules of 
the type proposed should be modified to apply to 
over-the-counter trading generally (pp. 133-34). 


25. Comments as to whether certain of the Com- 
mission’s proposed overreaching rules should be 
modified to apply to agency transactions (regardless of 
whether they occur over-the-counter or on exchanges) 
(pp. 134-35). 


* * * * * 


Persons wishing to appear at the public hearings 
should contact George T. Simon, Division of Market 
Regulation, Room 390, Securities and Exchange Com- 
mission, 500 North Capitol Street, Washington, D.C. 
20549, telephone number (202) 376-7470, not later 
than July 22, 1977. The public hearings will be held, 
beginning Monday, August 1, 1977, at 10:00 a.m., in 
Room 776 at the above address. 


Persons intending to appear at the hearings should 
submit the text of any prepared statements not later 
than four business days prior to their appearance and 
are invited, at the time of their appearance, to make 
copies of their statements available to interested 
persons attending the hearings. Written presentations 
of views, data and arguments should be submitted not 
later than August 10, 1977, and written presentations 
responding to the written or oral presentations of 
others should be submitted not later than August 24, 
1977. All submissions sould refer to Commission File 
No. 4-180 and be delivered, together with 30 copies, to 
George A. Fitzsimmons, Secretary of the Commission, 
Room 892, at the above address. Copies of all written 
submissions and hearings transcripts will be made 
available at the Commission’s Public Reference Room, 
1100 L. Street, N.W., Washington, D.C. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


June 23, 1977 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 13663/June 23, 1977 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY CHICAGO BOARD OPTIONS EXCHANGE, INC. 


File No. SR-CBOE-77-11 


The Chicago Board Options Exchange, Inc. (‘‘CBOE’’) 
submitted on June 17, 1977 a proposed rule change 
under Rule 19b-4 to clarify opening rotation pro- 
cedures; establish the composition of the Floor 
Officials Committee; define ‘‘all or none,’’ ‘‘spread,’’ 
‘‘immediate or cancel’? and ‘‘opening rotation” 
orders; add an exception to priority rules regarding 
spread and straddle orders; and, empower the Floor 
Procedure Committee to modify or suspend the ability 
of associated persons to place orders on the Board 
Broker’s book under certain circumstances. 


Publication of the submission is expected to be made 
in the Federal Register during the week of June 27, 
1977. In order to assist the Commissin to determine 
whether to approve the proposed rule change or in- 
stitute proceedings to determine whether the proposed 
rule change should be disapproved, interested persons 
are invited to submit written data, views and argu- 
ments concerning the submission within 21 days from 
the date of publication in the Federal Register. 
Persons desiring to make written submissions should 
file six -copies thereof with the Secretary of the 
Commission, Securities and Exchange Commission, 
500 North Capitol Street, Washington, D.C. 20549. 
Reference should be made to File No. SR-CBOE-77-11. 


Copies of the submission and of all written comments 
will be available for inspection at the Securities and 
Exchange Commission’s Public Reference Room, 1100 
L Street, N.W., Washington, D.C. Copies of the filing 
will also be available at the principal office of the 
above-mentioned self-regulatory organizations. 


For the Commission by the Division of Market Regula- 
tion pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13664/ June 23, 1977 


CLEARING AGENCIES 


NOTICE OF INSTITUTION OF PROCEEDINGS BY 
THE SECURITIES AND EXCHANGE COMMISSION, 
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PURSUANT TO SECTIONS 17A AND 19 OF THE 
SECURITIES EXCHANGE ACT OF 1934 AND 
} SECTION 240.17Ab2-1 THEREUNDER, TO DETER- 
MINE WHETHER TO GRANT OR DENY THE 
REGISTRATION OF NEW ENGLAND SECURITIES 
DEPOSITORY TRUST COMPANY (‘‘NESDTC’’). 


The Securities and Exchange Commission hereby 
announces the institution of proceedings to determine 
whether to grant or deny the registration of NESDTC 
at the expiration of the registration previously granted 
to NESDTC pursuant to subsection (c) of 17 CFR 
Section 240.17Ab2-1 under the Securities Exchange 
Act of 1934 (the ‘‘Act’’). In the proceedings, which are 
being instituted pursuant to subsections 17A(a) and 
(b) and subparagraph 19(a)(1)(B) of the Act and 
‘Section 240.17Ab2-1 thereunder, the Commission will 
consider the issues and grounds described herein. At 
the conclusion of the proceedings, the Commission, by 
order, will grant or deny registration as a clearing 
agency to NESDTC at the expiration of the registration 
previously granted to NESDTC pursuant to subsection 
(c) of Section 240.17Ab2-1 under the Act. 


Description of NESDTC 


NESDTC, a wholly owned subsidiary of the Boston 
Stock Exchange, Inc., was _ incorporated under 
Massachusetts law as a limited purpose trust company 
to engage in the business of holding, receiving, and 
delivering securities and making book entries with 
respect to the transfer and pledge thereof as a clearing 
corporation and as a custodian bank for other clearing 
corporations. 


Background 


On May 11, 1976, the Commission noticed the filing of 
NESDTC’s application for registration as a clearing 
agency.' On September 23, 1976, the Commission 
granted NESDTC registration? which, pursuant to sub- 
section (c) of Section 240.17Ab2-1, was effective for 
not more than eighteen months. The approach to 
registration incorporated in subsection (c) of Section 
240.17Ab2-1 was intended to permit clearing agencies 
to be registered in compliance with the Act, upon a 
finding that their operations were safe, while affording 
the Commission sufficient time to make the other 
determinations required by subparagraphs (A)-(I) of 
paragraph 17A(b)(3) of the Act (‘‘Subparagraphs 
(A)-(l)’’), including determinations pertinent to the 
establishment of a national clearing and settlement 





Securities Exchange Act Release No. 34-12428 (May 11, 
1976), 42 FR 20627 (May 19, 1976). 


Securities Exchange Act Release No. 34-12829 (Septem- 
ber 24, 1976), 42 FR 43785 (October 4, 1976). 


system, following full consideration of the issues in- 
volved. 


The Commission has instituted these proceedings in 
order to obtain the views of interested persons con- 
cerning NESDTC’s compliance with the standards 
which the Commission is required to apply under the 
Act in making determinations in connection with the 
registration of clearing agencies. 


Standards to be applied in determining whether to 
grant or deny registration. 


Paragraph 17A(a)(1) of the Act sets forth the Con- 
gressional finding that: 


(A) The prompt and accurate clearance and 
settlement of securities transactions, including the 
transfer of record ownership and the safeguarding of 
securities and funds related thereto, are necessary for 
the protection of investors and persons facilitating 
transactions by and acting on behalf of investors. 


(B) Inefficient procedures for clearance and settle- 
ment impose unnecessary costs on investors and 
persons facilitating transactions by and acting on 
behalf of investors. 


(C) New data processing and communications tech- 
niques create the opportunity for more efficient, 
effective, and safe procedures for clearance and 
settlement. 


(D) The linking of all clearance and settlement 
facilities and the development of uniform standards 
and procedures for clearance and settlement will re- 
duce unnecessary costs and increase the protection of 
investors and persons facilitating transactions by and 
acting on behalf of investors. 


Paragraph 17A(a)(2) of the Act directs the Commission 
to ‘‘. . . use its authority under this title to facilitate 
the establishment of a national system for the prompt 
and accurate clearance and settlement of transactions 
in securities... .’’ Paragraph 17A(a)(2) of the Act 
directs the Commission, in carrying out its responsi- 
bilities under Section 17A, to have: 


‘‘due regard for the public interest, the protection of 
investors, the safeguarding of securities and funds, 
and maintenance of fair competition among brokers 
and dealers, clearing agencies, and transfer 
agents. . .”’ 


Subsection 17A(b) of the Act makes it unlawful for a 
clearing agency to perform the functions of a clearing 
agency with respect to any security (other than an 
exempted security) unless the clearing agency has 
been registered with the Commission. 
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In the exercise of its authority under Section 17A of 
the Act, on November 3, 1975, the Commission 
adopted Section 240.17Ab2-1 and related Form CA-1 
for the registration of clearing agencies. Although 
paragraph 17A(b)(3) of the Act requires the 
Commission to make a number of determinations with 
respect to the applicant’s operation capabilities and 
rules® before granting registration, paragraph (c)(1) of 





3The determinations are set forthe in subparagraphs (A) 
through (I) of paragraph 17A(b)(3) of the Act. Paragraph 
17A(b)(3) provides: 


A clearing agency shall not be registered unless the Com- 
mission determines that— 


(A) Such clearing agency is so organized and has the capac- 
ity to be able to facilitate the prompt and accurate clear- 
ance and settlement of securities transactions for which it 
is responsible, to safequard securities and funds in its cus- 
tody or control or for which it is responsible, to comply 
with the provisions of this title and the rules and regu- 
lations thereunder, to enforce (subject to any rule or order 
of the Commission pursuant to Section 17(d) or 19(g)(2) 
of this title) compliance by its participants with the rules 
of the clearing agency, and to carry out the purposes of 
this section. 


(B) Subject to the provisions of paragraph (4) of this sub- 
section, the rules of the clearing agency provide that any (i) 
registered broker or dealer, (ii) other registered clearing 
agency, (iii) registered investment company, (iv)bank, (v) 
insurance company, or (vi) other person or class of persons 
as the Commission, by rule, may from time to time desig- 
nate as appropriate to the development of a national system 
for the prompt and accurate clearance and settlement of 
securities transactions may become a participant in such 
clearing agency. 


(C) The rules of the clearing agency assure a fair represen- 
tation of its shareholders (or members) and participants 
in the selection of its directors and administration of its 
affairs. (The Commission may determine that the represen- 
tation of participants is fair if they are afforded a reason- 
able opportunity to acquire voting stock of the clearing 
agency, directly or indirectly, in reasonable proportion to 
their use of such clearing agency.) 


(D)The rules of the clearing agency provide for the equit- 
able allocation of reasonable dues, fees, and other charges 
among it participants. 


(E) The rules of the clearing agency do not impose any 
schedule of prices, or fix rates or other fees, for services 


rendered by its participants. 


(F) The rules of the clearing agency are designed to pro- 
mote the prompt and accurate clearance and settlement of 
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Section 240.17Ab2-1 provides that, if requested by an 
applicant for registration as a clearing agency, the 
Commission may register the applicant for eighteen 
months without making all the determinations called 
for by Subparagraphs (A)-(I). 


In the case of a clearing agency registered in accor- 
dance with paragraph (c)(1) of Section 240.17Ab2-1, 
the Commission is required, not later than nine 
months from the date such registration is made effec- 
tive, either to grant registration in accordance with 
subsection 17A(b) and paragraph 19(a)(1) of the Act, 
without exempting the registrant from the require- 
ments of one or more of the Subparagraphs (A)-(I) 
determinations, or to institute proceedings in accor- 
dance with subparagraph 19 (a)(1)(B) of the Act to 
determine whether to grant or deny registration. 


NESDTC applied for registration under paragraph 
(C((1) of Section 240.17Ab2-1, thereby requesting that 
registration be granted while it was exempted, 
temporarily, from having to satisfy one or more of the 
requirements as to which the Commission is directed to 
make a determination pursuant to Subparagraphs 














securities transactions, to assure the safequarding of secur- 
ities and funds which are in the custody or control of the 
clearing agency or for which it is responsible, to foster co- 
operation and coordination with persons engaged in the 
clearance and settlement of securities transactions, to re- 
move impediments to and perfect the mechanism of a na- 
tional system for the prompt and accurate clearance and 
settlement of securities transaction, and, in general, to pro- 
tect investors and the public interest; and are not designed 
to permit unfair discrimination in the admission of partici- 
pants in the use of the clearing agency, or to regulate by 
virtue of any authority conferred by this title matters not 
related to the purposes of this section or the administration 
of the clearing agency. 


(G) The rules of the clearing agency provide that (subject 
to any rule or order of the Commission pursuant to Sec- 
tion 17(d) or 19(g)(2) of this title) its participants shall be 
appropriately disciplined for violation of any provision of 
the rules of the clearing agency by expulsion, suspension, 
limitation of activities, functions, and operations, fine, cen- 
sure, or any other fitting sanction. 


(H) The rules of the clearing agency are in accordance with 
the provisions of paragraph (5) of this subsection, and, in 
general, provide a fair procedure with respect to the dis- 
ciplining of participants, the denial of participation to any 
person seeking participation therein, and the prohibition or 
limitation by the clearing agency of any person with respect 
to access to services offered by the clearing agency. 


(1) The rules of the clearing agency do not impose any bur- ; 


den on competition not necessary or appropriate in further- 
ance of the purposes of this title. 
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(A)-(1). The Commission registered NESDTC in 
accordance with paragraph (c)(1) of Section 
240.17Ab2-1, upon the Commission’s finding: that 
NESDTC was so organized and had the capacity to 
safeguard securities and funds in its custody or control 
for which it was responsible; that NESDTC’s rules did 
not impose any schedule of prices, or fix rates or other 
fees, for services rendered by participants; and that 
NESDTC’s rules assured the safeguarding of. 
securities or funds which were in NESDTC’s custody 
or control or for which it was responsible. 


wa 


At the conclusion of these proceedings, the Commis- 
sion, by order, will grant or deny registration as a 
clearing agency to NESDTC at the expiration of the 
registration previously granted to NESDTC pursuant 
to subsection (c) of Section 240.17Ab2-1 under the Act 
unless the Commission, for good cause, extends the 
time for conclusion of these proceedings and publishes 
its reasons for so doing or NESDTC agrees to an 
extension of the time for the conclusion of these pro- 
ceedings. 


Issues and Grounds for Denial Under Consideration 


In deciding whether to grant or deny registration, the 
Commission must consider whether NESDTC satisfies 
the requirements of Section 17A of the Act, including the 
determinations required by Subparagraphs (A)-(I). Of 
particular concern to the Commission in making its 
decision are whether NESDTC’s organization and rules 
(i) are consistent with the establishment of a national 
system for the prompt and accurate clearance and settle- 
ment of transactions in securities; (ii) continue to 
provide for the protection of investors and the safe- 
guarding of securities and funds in NESDTC’s custody 
or control; and (iii) will enable it to reduce unnecessary 
costs and establish efficient, effective and safe pro- 
cedures for clearance and settlement by taking 
advantage of new communications and data processing 
techniques. 


The Commission would like to receive written data, 
views and arguments from interested persons on the 
appropriateness of registering NESDTC with particular 
reference to the compliance of its organization and rules 
with the objectives of the Act described above, including 
the determinations called for by Subparagraphs 
(A)-(1).4 





! 4 In formulating their comments, interested persons may 
wish to read Securities Exchange Act Release No. 34-13584 
(June 1, 1977), 42 FR 30066 (June 10, 1977), in which the 
Commission published proposed standards to be applied by 
the Commission in making the Subparagraphs (A)—(I) de- 
terminations in connection with the registration of clearing 
agencies. 











Allinterested persons are invited to submit written data, 
views and arguments concerning the foregoing appli- 
cation within 90 days from the date of publication of this 
notice in the Federal Register. Such written data, views 
and arguments will be considered by the Commission in 
determining whether registration should be granted or 
denied in accordance with Sections 17A(b) and 
19(a)(1)(B) of the Act and paragraph (c)(2) of Section 
240.17Ab2-1 thereunder. Persons desiring to make 
written submissions should file six copies thereof with 
the Secretary of the Commission, Securities and 
Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. Reference should be made to 
File No. 600-16. 


Copies of the ajplications and all written comments will 
be available for inspection at the Securities and 
Exchange Commission’s Public Reference Room, 1100 L 
Street, N.W., Washington, D.C. 20006. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13665/June 23, 1977 


The Securities and Exchange Commission has ordered 
the institution of public administrative proceedings 
under the Securities Exchange Act of 1934 against 
Mitchell Speairs, and Mitchell Speairs Co., a registered 
broker-dealer, Fort Worth, Texas. 


The proceedings are based upon allegations of the 
Commission that Respondents wilfully violated the 
Commission’s rules relating to the maintenance of 
required books and records, notification of the 
Commission of the failure to maintain books and 
records, and annual reports required to be filed by 
broker-dealers. 


A hearing will be scheduled by further order to take evi- 
dence on the staff’s allegations and to afford the 
Respondents an opportunity to offer any defense 
thereto, for the purpose of determining whether the 
allegations are true, and, if so, what, if any, action of a 
remedial nature should be ordered by the Commission. 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 13666/ June 23, 1977 


NOTICE OF FILING-OF PROPOSED RULE CHANGE 
BY NEW YORK STOCK EXCHANGE, INC. 


File No. SR-NYSE-77-18 


The New York Stock Exchange, Inc. submitted on June 
8, 1977, a proposed rule change pursuant to Rule 19b-4 
under the Securities Exchange Act of 1934, to rescind 
(1) ‘certain filing and reporting requirements of 
members who propose to conduct a business in 
international arbitrage and (2) a specific prohibition 
against members’ association with any ‘‘bucket shop,”’ 
and with person engaged in other related business 
misconduct with respect to customers. 


Publication of the submission is expected to be made in 
the Federal Register during the week of June 27, 1977. 
In order to assist the Commission to determine whether 
to approve the proposed rule change or institute pro- 
ceedings to determine whether the proposed rule 
change should be disapproved, interested persons are 
invited to submit written data, views and arguments 
concerning the submission within 21 days from the date 
of publication in the Federal Register. Persons desiring 
to making written submissions should file six copies 
thereof with the Secretary of the Commission, Securities 
and Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. Reference should be made to 
File No. SR-NYSE-77-18. 


Copies of the submission and of all written comments 
will be available for inspection at the Securities and 
Exchange Commission’s Public Reference Room, 1100 L 
Street, N.W., Washington, D.C. Copies of the filing will 
also -be available at the principal office of the 
above-mentioned self-regulatory organization. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Refease No. 13667/June 23, 1977 


Administrative Proceedings File No. 3-5235 
in the Matter of 
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BAPTIST BUILDING BONDS, INC. 
716 Main 
Little Rock, Arkansas 





FINDINGS AND ORDER 
SANCTIONS 


IMPOSING REMEDIAL 


In these broker-dealer proceedings under the Securities 
Exchange Act of 1934 (Exchange Act), Baptist Building 
Bonds, Inc. (BBB), a registered broker-dealer whose 
office is located in Little Rock, Arkansas, has, without 
admitting or denying the allegations in the Order for 
Proceedings, submitted an Offer of Settlement which 
the Commission has determined to accept. 





On the basis of the Order for Proceedings and the Offer 
of Settlement, it is found that BBB wilfully violated 
Section 17 (a) of the Securities Act of 1933, Sections 10(b) 
and 15(b) and (c) of the Exchange Act, and Rules 10b-5, 
15b10-11, 15c2-4 and 15c1-6 thereunder, and that it is in 
the public interest to impose the sanctions specified in 
the Offer of Settlement. 


Accordingly, IT |S ORDERED that: 


The registration as a broker-dealer of Baptist Building 
Bonds, Inc., be, and hereby is, revoked. 


For the Commission, by its Secretary, pursuant to dele- 
gated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13668/June 23, 1977 


The Securities and Exchange Commission announced 
pursuant to Section 12(k) of the Securities Exchange Act 
of 1934 (‘‘Exchange Act’’) the single ten day suspension 
of exchange and over-the-counter trading for the period 
commencing at 12:45 p.m. (EDT) on June 23, 1977 and 
terminating at midnight (EDT) on July 2, 1977 of the 
securities of Pacific Air Transport International, Inc., a 
Utah corporation with principal executive offices located 
at 95 Cordelia Ave, Salt Lake City, Utah 84115. 


The Commission ordered the suspension of trading of 
Pacific Air Transport International, Inc. securities 
because of questions relating to recent corporate dis- 4 
closures concerning, among other things, corporate 
assets, number of shareholders and number of shares 
outstanding, and questions concerning recent market 
acitivty in the company’s securities. 
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The Commission cautions broker-dealers, shareholders 
and prospective purchasers that they should carefully 
consider the foregoing information along with all other 
current available information and any information sub- 
sequently issued by the company. 


Furthermore, brokers and dealers should be alert to the 
fact that, pursuant to Rule 15c2-11 under the Exchange 
Act, at the termination of the trading suspension no 
quotation may be entered unless and until they have 
strictly complied with all of the provisions of said rule. If 
any broker or dealer has any questions as to whether or 
not he has complied with said rule, he should not enter 
any quotation but immediately contact the staff of the 
Division of Enforcement in Washington, D.C. If any 
broker or dealer is uncertain as to what is required by 
Rule 15c2-11, he should refrain from entering from 
entering quotations relating to the securities in question 
until such time as he has familiarzied himself with said 
rule and is certain that all of its provisions have been 
met. If any broker or dealer enters any quotation which is 
in violation of said rule, the Commission will consider 
the need for prompt enforcement action. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13669/ June 23, 1977 


The Securities and Exchange Commission announced 
pursuant to Section 12(k) of the Securities Exchange Act 
of 1934 (‘Exchange Act’’) the single ten day suspension 
of exchange and over-the-counter trading for the period 
commencing at 2:55 p.m. (EDT) on June 23, 1977 and 
terminating at midnight (EDT) on July 2, 1977 of the 
securities of United American Life Ins. Co. (‘‘UAL’’) a 
Colorado corporation with principal executive offices 
located at 5600 South Syracuse Circle, P.O. Box 8257, 
Denver, Colorado 80201. The Commission ordered the 
suspension of trading in UAL’s securities because of the 
lack of current adequate and accurate public information 
about the company’s operations and financial condition. 
UAL has failed to timely file with the Commission its 
annual report on Form 10-K in proper form for the fiscal 
year ended December 31, 1976 and its quarterly report 
on Form 10-Q for the period ended March 31, 1977. 


The Commission cautions brokers-dealers, share- 
holders and prospective purchasers that they should 
carefully consider the foregoing information along with 
all other currently available information and ariy 
information subsequently issued by the company. 


Furthermore, brokers and dealers should be alert to the 
fact that, pursuant to Rule 15c2-11 under the Exchange 








Act, at the termination of the trading suspension no 
quotation may be entered unless and until they havé 
strictly complied with all of the provisions of said rule. If 
any broker or dealer has any questions as to whether or 
not he has complied with said rule, he should not enter 
any quotation but immediately contact the staff of the 
Division of Enforcement in Washington, D.C. If any 
broker or dealer is uncertain as to what is required by 
Rule 15c2-11, he should refrain from entering quotations 
relating to the securities in question until such time as he 
has familiarized himself with said rule and is certain that 
all of its provisions. have been met. If any broker or 
dealer enters any quotation which is in violation of said 
rule, the Commission will consider the need for prompt 
enforcement action. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 13670/ June 23, 1977 


The Securities and Exchange Commission has ordered 
the institution of public administrative proceedings 
under the Securities Exchange Act of 1934 against 
Baptist Building Ponds, Inc. (BBB), a registered broker- 
dealer, Little Rock, Arkansas. 


The proceedings are based upon allegations of the 
Commission that respondent wilfully violated the 
Commission’s rules relating to: the maintenance by a 
broker-dealer of a fidelity bond, the handling of bond 
proceeds received by an underwriter, and disclosure by 
a broker-dealer of its interest in bonds sold. Further- 
more, the firms is alleged to have violated the antifraud 
provisions of the federal securities laws in connection 
with its underwriting of bonds of issuing churches. by 
making misleading statements and by omitting material 
facts. concerning, among other things: 


1. The issuing churches’ financial condition; 


2. The financial standard used by BBB to determine 
whether issuing churches could meet their debt service; 


3. Commissions paid to BBB from the sale of bonds; 


4. Theinability of issuing churches to obtain financing 
from other sources; and 


5. BBB’s failure to take any steps to protect bond- 
holders in its Gapacity as bond issue trustee. 


Without admitting or denying the allegations Baptist 
Building Bonds, Inc. has submitted an offer of 
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settlement which the Commission has determined to 
accept.' 








PUBLIC UTILITY HOLDING COMPANY 
ACT OF 1935 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20078/ June 17, 1977 


In the Matter of 


LOUISIANA POWER & LIGHT COMPANY 
142 Delaronde Street 
New Orleans, Louisiana 70174 


(70-6023) 


NOTICE OF PROPOSAL TO AMEND ARTICLES OF 
INCORPORATION 


NOTICE IS HEREBY GIVEN that Louisiana Power & 
Light Company (‘‘Louisiana’’), an electric utility sub- 
sidiary of Middle South Utilities, Inc. (‘Middle South’’), 
a registered holding company, has filed a declaration 
with this Commission pursuant to the Public Utility 
Holding Company Act of 1935 (‘‘Act’’), designating 
Sections 6(a), 7, and 12(e) of the Act as applicable to the 
following proposed transaction. All interested parties 
are referred to said declaration, which is summarized 
below, for a complete statement of the proposed 
transaction. 


Under Louisiana’s Articles of Incorporation, as 
amended, (‘‘Charter’’) pursuant to which the company 
is constituted, Louisiana is authorized to have out- 
standing 100,000,000 shares of common stock without 
nominal or par value and 1,055,000 shares of preferred 
stock having a par value of $100 per share. Of said 
authorized preferred stock, 805,000 shares are presently 
outstanding. Louisiana proposed to amend its Charter so 
as to increase the number of shares of said preferred 
stock which it is authorized to have outstanding from 
1,055,000 shares to 2,055,000 shares. 


Louisiana further proposes to delete certain provisions 
in its Charter relating to a class of $100 par value 
common stock used in organizing the company but sub- 
sequently retired and cancelled and not permitted to be 
reissued. No change is proposed with respect to the 





1See Securities Exchange Act Release No. 13667/June 23, 
1977). 
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common stock without nominal or par value, or the 





amount thereof authorized to be outstanding. 


It is contemplated that the proceeds from the issuance 
and sale of additional series of preferred stock will pro- 
vide part of the funds needed to finance Louisiana’s 
construction program and for other corporate purposes. 
It is stated that Louisiana’s construction program is 
contemplated to have expenditure of approximately 
$198 million in 1977, $217 million in 1978, $190 million 
in 1979, and $177 million in 1980 of which $125 million, 
$130 million, $100 million, and $90 million, respectively, 
will have to be raised from external sources. Louisiana 
states that necessary funds from external sources will be 
raised through the issuance and sale of securities, 
including preferred stock. While the exact nature and 
amounts of such issuances will depend upon Louisiana’s 
capital requirements and marketing conditions existing 
at the time, Louisiana states that it expects to issue and 
sell 300,000 shares of a new series of its preferred 
stock, $100 par value, late in the third quarter of 1977, 
and further contemplates that is will issue and sell at 
least 150,000 shares of such preferred stock during 
each of the years 1978, 1979 and 1980. 


It is further stated that pursuant to the Charter and 
applicable state law, the preferred stock has no right to 
vote on a charter amendment which simply increases 
the authorized amount of preferred stock. All voting 
power thereon is vested in the common stock. Under) 
applicable state law, such voting power may be 
exercised and such charter amendment consented to 
and effected by the Unanimous Written Consent 
thereto signed by all of the holders of said common 
stock, without necessity for a meeting of shareholders. 
All of Louisiana’s outstanding common stock is held 
and owned by Middle South, which has advised 
Louisiana of its willingness and intention to execute and 
deliver such an Unanimous Written Consent. 


The fees and expenses to be incurred in connection with 
the proposed transaction are estimated not to exceed 
$4,700 in the aggregate, including legal fees not ex- 
ceeding $2,500. It is stated that no State or Federal 
commission, other than this Commission has jurisdiction 
over the proposed transactions. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 12, 1977, request that a 
hearing be held on such matter, stating the nature of his 
interest, the reasons for such request, and the issues of 
fact or law raised by said declaration which he desires to 
controvert; or he may request that he be notified if the 
Commission should order a hearing thereon. Any such 
request should be addressed: Secretary, Securities and / 
Exchange Commission, Washington, D.C. 20549. A | 
copy of such request should be served personally or by 
mail upon the declarant at the above-stated address, and 
proof of service (by affidavit or, in case of an attorney-at- 
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law, by certificate) should be filed with the request. At 
any time after said date, the declaration, as filed or as it 
) may be amended, may be permitted to become effective 
as provided in Rule 23 of the General Rules and Regula- 
tions promulgated under the Act, or the Commission 
may grant exemption from its rules under the Act as 
provided in Rules 20(a) and 100 thereof or take such 
other action as it may deem appropriate. Persons who 
request a hearing or advice as to whether a hearing is 
ordered will receive any notices and orders issued in this 
matter, including the date of the hearing (if ordered) and 
any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20079/ June 17, 1977 


In the Matter of 


BRITISH AMERICAN UTILITIES CORPORATION 
718 Ellicott Square Building 
Buffalo, New York 14203 


NORTH EAST HEAT & LIGHT COMPANY 
16 North Lake Street 
North East, Pennsylvania 16428 


(54-256) 


SUPPLEMENTAL NOTICE EXTENDING PERIOD 
DURING WHICH INTERESTED PARTIES MAY 
REQUEST A HEARING 


By a release dated June 2, 1977 (HCAR No. 20058), 
notice was given that British American Utilities Cor- 
poration (‘‘British American’’), a registered holding 
company, and its sole and wholly-owned subsidiary, 
North East Heat & Light Company (‘‘North East’’), have 
filed a plan with this Commission pursuant to Section 
11(e) of the Public Utility Holding Company Act of 1935 
(‘‘Act’’) for the reorganization of the British American 
holding company system. The plan provides that British 
American will be merged into North East, that North 
East will acquire all the assets of British American and 
assume all of its liabilities, and that North East will issue 
newly authorized shares of common and preferred stock 
to the present shareholders of British American on a 
share for share basis. 


In order to allow ample time for British American to 
serve copies of the Commission’s notice of filing of June 
2, 1977, and this supplemental notice on its share- 
holders, the period during which a request for hearing 
may be made of the Commission has been extended until 
July 15, 1977. 


NOTICE IS HEREBY GIVEN that any interested person 
may, not later than July 15, 1977, request in writing that 
a hearing be held on such matter, stating the nature of 
his interest, the reasons for such request, and the issues 
of fact or law raised by the filing which he desires to 
controvert; or he may request that he be notified if the 
Commission should order a hearing thereon. Any such 
request should be addressed: Secretary, Securities and 
Exchange Commission, Washington, D.C. 20549. A 
copy of such request should be served personally or by 
mail upon the applicants at the above-stated address, 
and proof of service (by affidavit or, in case of an 
attorney-at-law, by certificate) should be filed with the 
request. At any time after said date, the application, as 
amended or as it may be further amended, may be 
granted effective as provided in Rule 23 of the General 
Rules and Regulations promulgated under the Act, or 
the Commission may grant exemoation from such rules as 
provided in Rules 20(a) and 100 thereof or take other 
action as it may deem appropriate. Persons who request 
a hearing or advice as to whether a hearing is ordered 
will receive any notices or orders issued in this matter, 
including the date of the hearing (if ordered) and any 
postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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In the Matter of 


CONSOLIDATED GAS COMPANY 
New York, New York 


CNG COAL COMPANY 

CNG DEVELOPMENT COMPANY LTD. 

CNG PRODUCING COMPANY 

CNG RESEARCH COMPANY 

CONSOLIDATED GAS SUPPLY CORPORATION 


CONSOLIDATED NATURAL GAS SERVICE COM- 
PANY, INC. 


CONSOLIDATED SYSTEM LNG COMPANY 
THE EAST OHIO GAS COMPANY 

THE PEOPLES NATURAL GAS COMPANY 
THE RIVER GAS COMPANY 


WEST OHIO GAS COMPANY 


(70-6005) 


SUPPLEMENTAL ORDER AUTHORIZING 
SYSTEM FINANCING 


INTRA- 


Consolidated Natural Gas Company (‘‘Consolidated’’), 
a registered holding company, and certain of its sub- 
sidiary companies, CNG Coal Company, CNG Develop- 
ment Company Ltd., CNG Producing Company, CNG 
Research Company, Inc., Consolidated Gas Supply 
Corporation, Consolidated Natural Gas Service 
Company, Inc., Consolidated System LNG Company, 
The East Ohio Gas Company, The Peoples Natural Gas 
Company, The River Gas Company, and West Ohio Gas 
Company, have filed an application-declaration and 
amendments thereto with this Commission pursuant to 
Sections 6(a), 6(b), 7, 9{a), 10, and 12(b) of the Public 
Utility Holding Company Act of 1935 (‘‘Act’’) and Rules 
45 and 50(a)(5) promulgated thereunder regarding 
certain proposed transactions. 


By order in this proceeding dated June 6, 1977 (HCAR 
No. 20065), Consolidated was authorized to issue and 
sell short-term notes to banks and commercial paper and 
to provide financing for certain of its subsidiary 
companies. Jurisdiction was reserved, pending com- 
pletion of the filing, over the proposed intrasystem 
financing of three more of Consolidated’s subsidiaries. 
The filing has now been completed. 
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Requisite authorization has been obtained from the 
Public Service Commission of West Virginia, the , 
Pennsylvania Public Utility Commission, and The Public’ 
Utilities Commission of Ohio. No other State commission 
and no Federal commission, other than this. 
Commission, has jurisdiction over the proposed trans- 
actions. 





Due notice of the filing of said application-declaration 
has been given in the manner prescribed by Rule 23 pro- 
mulgated under the Act (HCAR No. 20024), and no 
hearing has been requested of or ordered by the Com- 
mission. Upon the basis of the facts in the record, it is 
hereby found, with respect to the remaining proposed 
transactions, that the applicable provisions of the Act 
and rules promulgated thereunder are satisfied and that 
no adverse findings are necessary; and that it-is appro- 
priate in the public interest and in the interest of 


- investors and consumers that the amended application- 


declaration in respect of said transactions be granted 
and permitted to become effective: 


IT 1S ORDERED, pursuant to the applicable provisions 
of the Act and the rules thereunder, that the application- 
declaration as amended, be, and it hereby is, granted 
and permitted to become effective forthwith with respect 
to the remaining proposed transactions, subject to the 
terms and conditions prescribed in Rule 24 promulgated 
under the Act. 





IT 1S FURTHER ORDERED, that the jurisdiction 
heretofore reserved in this proceeding be, and it hereby 
is, released. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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Release No. 20082/ June 20, 1977 


In the Matter of 


ALABAMA POWER COMPANY 
Birmingham, Alabama 


(70-6013) 





ORDER AUTHORIZING ISSUANCE AND SALE OF 
FIRST MORTGAGE BONDS AT COMPETITIVE 
BIDDING 
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Alabama Power Company (‘‘Alabama’’), a public utility 
subsidiary company of The Southern Company, a 
registered holding company, has filed an application and 
amendments thereto with this Commission pursuant to 
Sections 6(a) of the Public Utility Holding Company Act 
of 1935 (‘‘act’’) designating the Act and Rule 50 pro- 
mulgated thereunder as applicable to the following 
proposed transaction. 


Alabama proposes to issue up to $100,000,000 principal 
amount of its First Mortgage Bonds of a series having a 
term of not less than five years nor more than 30 years 
(the ‘‘new Bonds’’) and to sell such securities at 
competitive bidding for the best price obtainable but for 
a price to Alabama of not less than 98% nor more than 
101-34% of the principal amount thereof plus accrued 
interest. 


“ 


The new Bonds will be issued under the Indenture dated 
as of January 1, 1942, between Alabama and Chemical 
Bank as Trustees, as heretofore supplemented by 
various indentures thereto and as to be further supple- 
mented by a Supplemental Indenture to be dated as of 
July 1, 1977. 


Alabama states that it is difficult to determine, under 
present bond market conditions, whether it would be 
more advantageous to sell new Bonds having a 30 year 
term or some shorter term. Gulf states that it is in the 
public interest that Alabama be afforded the necessary 
flexibility to adjust its financing program to develop- 
ments in the markets for long term debt securities when 
and as they occur in order to obtain the best possible 
price, interest rate and term for its new Bonds. Alabama 
proposes, therefore, that Alabama decide on the term of 
the new Bonds after the date of public invitation for pro- 
posals and then notify prospective bidders by telephone, 
confirmed in writing of its decision, not less than 72 
hours prior to the time of the bidding. 





Alabama proposes to use the proceeds from the sale of 
the new Bonds, along with other funds, in financing its 
1977 construction costs, estimated to be $497 ,578,000, is 
paying a portion of notes payable incurred for such pur- 
pose and in retiring $10,740,000 principal amount of first 
mortgage bonds. 


The fees and expenses incurred or to be incurred in con- 
nection with the proposed transaction are estimated at 
$359,000, including legal fees of $50,000 and accounting 
fees of $7,500. The fee of counsel for the purchasers is 
estimated at $21,000 and is to be paid by the successful 
bidders. The Alabama Public Service Commission has 
authorized the issuance of the new Bonds. It is stated 
that no other State or Federal commission, other than 
this Commission, has jurisdiction over the proposed 
transaction. 








Due notice of the filing of said application has been given 
in the manner prescribed in Rule 23 promulgated under 
the Act (HCAR No. 20040), and no hearing has been 
requested of or ordered by the Commission. Upon the 
basis of the facts in the record, it is hereby found that the 
applicable standards of the Act and the rules thereunder 
are satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in the 
interest of investors and consumers that said appli- 
cation, as amended, be granted and permitted to be- 
come effective: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application, as 
amended, be, and it hereby is, granted and permitted to 
become effective forthwith, subject to the terms and 
conditions prescribed in Rule 24 promulgated under the 
Act. 


For the Commission, by the Division of Corporate Regu- 
lation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20083/June 21, 1977 


In the Matter of 


GENERAL PUBLIC UTILITIES CORPORATION 
260 Cherry Hill Road 
Parsippany, New Jersey 07054 


(70-6024) 


NOTICE OF PROPOSED EXTENSION OF CREDIT BY 
HOLDING COMPANY TO SUBSIDIARY AND TO 
SERVICE COMPANY 


NOTICE IS HEREBY GIVEN that General Public 
Utilities Corporation (‘‘GPU’’), a registered holding 
company, has filed a declaration with this Commission 
pursuant to the Public Utility Holding Company Act of 
1935 (‘‘Act’’), designating Section 12 of the Act and Rule 
45, promulgated thereunder, as applicable to the pro- 
posed transaction. All interested persons are referred to 
the declaration, which is summarized below, for a com- 
plete statement of the proposed transaction. 


GPU seeks authorization to extend credit (a) to its 


subsidiary, Metropolitan Edison Company (‘‘Met-Ed’’), 
in connection with surety bonds obtained and to be ob- 
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tained by Met-Ed while contesting sales and use taxes 
assessed against it by the Commonwealth of Pennsyl- 
vaniaand (b) to its subsidiary, GPU Service Corporation 
(‘‘Service Company’’), in connection with a lease (the 
‘*Lease’’), dated as of May 13, 1977, executed by the 
Service Company, of certain computer equipment to be 
used to render certain data processing services in- 
cluding customer billing, corporate finance, analyses of 
materials and supplies requirements, environmental 
monitoring analyses, depreciation computations, 
analyses, including modeling, of fuel consumption, 
general accounting and rate-making analyses. Such ex- 
tension of credit to Met-Ed arises from GPU’s joinder 
and prospective joinder in applications for such surety 
bonds and results in a reduction from $5 to $2 per $1,000 
of annual premiums for such bonds. Such extension of 
credit to the Service Company arises from a guaranty of 
the Service Company’s obligations under the Lease 
and is required as a condition of the Lease. 


It is stated that, in 1973, Met-Ed received an assessment 
from the Commonwealth of Pennsylvania of 
$1 ,447,247.13 for sales and use taxes claimed to be due 
for the period January 1, 1969 to November 30, 1972 in 
connection with Met-Ed’s construction of the Three Mile 
Island generating station. Met-Ed believed that such 
taxes were not due and determined to contest such 
taxes. In order to comply with its first mortgage bond 
indenture, Met-Ed was required to post a surety bond. 
The most favorable premium rate quoted to Met-Ed for 
such bond was $5 per $1,000 of coverage, but the 
bonding company agreed to a reduction in such 
premium rate to $2 per $1,000 (or a saving in annual 
premiums of $4,342) if GPU would join in the 
application. As a result of hearing and appeals, such 
assessment, which is still being contested, has been 
reduced and at present a surety bond in the amount of 
$474,689.77 is posted with respect thereto. Recently, 
Met-Ed received from the Commonwealth an additional 
assessment of $1,498,000 for similar taxes allegedly 
due for the period January 1,.1973—March 31, 1976 
which Met-Ed also intends to contest. The premium 
rates quoted by the bonding company again will be 
reduced from $5 per $1,000 to $2 per thousand (or an 
annual savings of $4,494) if GPU joins in the 
application. It is stated that GPU now believes it is 
desirable to obtain at this time authorization for the ex- 
tension of credit involved in such joinder, even though 
the $50,000 open account advance exemption provided 
by paragraph (b)(4) of Rule 45 may be available. 


The obligations of the Service Company which GPU 
hereby seeks authority to guaranty arise out of the Least 
of the computer equipment by the Service Company 
from First Security Bank of Utah, N.A., a national 
banking association, as trustee under a Master Trust 
Agreement dates as of October 1, 1976 between it and 
Itel Capital Services Corporation (the ‘‘Lessor’’), which 
was purchased for the purpose by the Lessor at a cost of 
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approximately $3,600,000. The initial Lease term js 
seven years although the Service Company has an option 
to terminate the Lease after three years upon the/ 
payment of certain fees. The Service Company’s obliga- 
tions to make such payments in the event of early ter- 
mination have been substantially assumed by Itel 
Capital Services Corporation pursuant to a Termination 
Assistance Agreement dated as of May 13, 1977. The 
rent under the Lease during the first three years of the 
term is approximately $57,000 per month and thereafter 
approximately $45,000 per month, although such rent 
would be adjusted in the event that the Lessor did not 
receive certain contemplated tax benefits arising from 
its ownership of the leased equipment. In order to enable 
the Service Company to obtain the lowest rent under the 
Lease, the Lease requires that GPU guarantee, within 
60 days after the execution of the Lease, the Service 
Company’s obligations under the Lease. In the event 
that GPU does not receive authorization to execute and 
deliver such a Guaranty Agreement, the Lessor has the 
option of either terminating the Lease and retaining the 
equipment or, in effect, requiring the Service Company 
to purchase the equipment at its then fair market value. 


The fees, and expenses of GPU to be incurred in connec- 

tion with the proposed transactions are estimated at 

$3,000, including $2,000 in legal fees. Met-Ed estimates 

its fees and expenses incurred in connection with placing 

of its surety bonds at $500. Fees and expenses to be 

incurred by Service Company in connection with the pro-! 
posed Lease transaction are estimated at $5,000, 

including $4,500 in legal fees. 


It is stated that no state or federal commission other than 
this Commission has jurisdiction over the proposed 
transactions. 


NOTICE IF FURTHER GIVEN that any interested 
person may, not later than July 18, 1977, request in 
writing that a hearing be held on such matter, stating the 
nature of his interest, and reasons for such request, and 
the issues of fact or law raised by said declaration which 
he desires to controvert; or he may request that he be 
notified if the Commission should order a hearing 
thereon. Any such request should be addressed: Secre- 
tary, Securities and Exchange Commission, Washington 
D.C. 20549. A copy of such request should be served 
personally or by mail upon the declarant at the above- 
stated address and proof of service (by affidavit or, in 
case of an attorney-at-law, by certificate) should be filed 
with the request. At any time after said date, the de- 
claration, as filed or as it may be amended, may be per- 
mitted to becme effective as provided in Rule 23 of the 
General Rules and Regulations promulgated under the 
Act, or the Commisson may grant exemption from such 
rules as provided in Rules 20(a) and 100 thereof or take 
such other action as it may deem appropriate. Persons 
who request a hearing or advice as to whether a hearing 
is ordered will receive any notices and orders issued in 
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this matter, including the date of the hearing (if ordered) 
and any postponements thereof. 


For the Commission, by the Division of Corporate Regu- 
lation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20084/ June 21, 1977 


in the Matter of 


NEW ENGLAND ELECTRIC SYSTEM 
20 Turnpike Road 
Westborough, Massachusetts 01581 


(70-6025) 


NOTICE OF PROPOSED ISSUED AND SALE OF 

COMMON STOCK PURSUANT TO DIVIDEND REIN- 

VESTMENT PLAN AND REQUEST FOR EXEMPTION 
ROM COMPETITIVE BIDDING 


NOTICE IS HEREBY GIVEN that New England Electric 
System (‘‘NEES’’), a registered holding company, has 
filed an application-declaration with this Commission 
pursuant to the Public Utility Holding Company Act of 
1935 (‘‘Act’’), designating Sections 6(a) and 7 of the Act 
and Rules 50(a)(1) and 50(a)(5) promulgated thereunder 
as applicable to the following proposed transaction. All 
interested persons are refered to the application-decla- 
ration, which is summarized below, for a complete 
statement of the proposed transaction. 


NEES proposes to issue and sell from time to time 
through August 1, 1979, up to 500,000 shares of its 
authorized but unissued common stock, par value 
$1.00, pursuant to a Dividend Reinvestment and 
Common Share Purchase Plan (‘‘Plan’’). The proceed 
of the sale will be used for investment in NEES’ subsi- 
diaries, through loans to such subsidiaries, purchase of 
additional shares of their capital stocks, or capital con- 
tributions, for payment of NEES’ indebtedness, or for 
general purposes. 


The Plan will be administered by the First National Bank 
of Boston, or such other bank or trust company as NEES 
may from time to time designate. All holders of record of 
NEES’ common shares will be eligible to participate. 
Participants in the Plan may: (a) have cash dividends 
on their common shares automatically reinvested; 
(b) continue to receive their cash dividends on shares 


registered in their names and invest by making optional 
cash payments not more frequently than once a month fo 
not less than $25 per payment nor more than an aggre- 
gate of $3,000 per quarter; or (c) reinvest their cash 
dividends and make optional cash payments. The price 
of common shares purchased with invested common 
dividends will be 95% of the average of the daily 
averages of the high and low sale prices of the common 
shares on the New York Stock Exchange-Composite 
Transactions listing during the last five trading days 
ending with the Investment Date. The price of common 
shares purchased with optional cash payments will be 
100% of such average. The Investment Dates are the 
dividend payment dates for the months in which 
dividends are payable or, if such day is not a trading day, 
the next following trading day. For each month in which 
a dividend is not payable, the Investment Date shall be 
the first trading day of such month. 


A participant may change his investment option at any 
time. All costs of administration of the Plan will be paid 
by NEES. These will be no brokerage commissions or 
service charges to participants in connection with 
purchases under the Plan. A participant will be able to 
withdraw from the plan at any time upon written notice. 
Upon withdrawal the participant will be issued a certifi- 
cate for the number of shares credited to his account and 
will receive acash payment for the value of any fractional 
share. Participants will retain all voting rights relating to 
shares purchased under the Plan and credited to their 
accounts, and shares will be voted in accordance with the 
instructions of the participant to whose account they are 
credited. 


The Plan will replace NEES’ existing Automatic Divi- 
dend Reinvestment Service (the ‘‘Old Plan’’) pursuant 
to which cash dividends and/or optional cash payments 
of participants are reinvested in NEES’ common stock 
through open market purchases. Upon approval of the 
new Plan the Old Plan will be terminated, and partici- 
pants in the Old Plan will be offered the choice 
of: (a) selling his holdings under the Old Plan; 
(b) receiving a certificate for the number of shares 
credited to his account and a cash payment for the value 
of any fractional share; or (c) transferring his holdings 
to the new Plan. 


NEES will announce the Plan to its shareholders and 
solicit their participation by mailing to them a summary 
prospectus. A summary prospectus or similar material 
will be sent to all those who become shareholders after 
the initial announcement of the Plan. All shareholders 
who join the Plan will receive a complete prospectus. 


NEES states that the proposed issuance and sale of 
common shares through the reinvestment of dividends is 
exempted from the competitive bidding requirements of 
Rule 50 by virtue of Rule 50(a)(1), and requests an 
exemption under Rule 50(a)(5) for the proposed issuance 
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and sale of common shares through the optional cash 
payments provision of the Plan. 


A statement of the fees and expenses to be incurred in 
connection with the proposed transaction will be filed by 
amendment. It is stated that no state commission and no 
federal commission, other than this Commission, has 
jurisdiction over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 18, 1977, request in 
writing that a hearing be held on such matter, stating the 
nature of his interest, the reasons for such request, and 
the issued of fact or law raised by said application-dec- 
laration which he desires to controvert; or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange Com- 
mission, Washington, D.C. 20549. A copy of such 
request should be served personally or by mail upon the 
applicant-declarant at the above-stated address, and 
proof of service (by affidavit or, in case of an attorney- 
at-law, by certificate) should be filed with the request. 
At any time after said date, the application-declaration, 
as filed or as it may be amended, may be granted and 
permitted to become effective as provided in Rule 23 of 
the General Rules and Regulations promulgated under 
the Act, or the Commission may grant exemption from 
such rules as provided in Rules 20(a) and 100 thereof or 
take such other action as it may deem appropriate. 
Persons who request a hearing or advice as to whether a 
hearing is ordered will receive any notices or orders 
issued in this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Corporate Regu- 
lation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20085/ June 21, 1977 


In the Matter of 

INDIANA & MICHIGAN ELECTRIC COMPANY 
2@1 Spy Run Avenue , 

Fort Wayne, Indiana 46801 

(70-5858) 


NOTICE OF POST-EFFECTIVE AMENDMENT RE- 
GARDING PROPOSED ISSUE AND SALE OF NOTES 
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TO BANKS AND A DEALER IN COMMERCIAL 
PAPER AND REQUEST FOR EXCEPTION rhon 
COMPETITIVE BIDDING 


NOTICE IS HEREBY GIVEN that Indiana & Michigan 
Electric Company (‘‘1&M’’), an electric utility sub- 
sidiary company of American Electric Power Company, 
Inc., a registered holding company, has filed with this 
Commission a fifth post-effective amendment to its 
application previously filed in this proceeding pursuant 
to the Public Utility Holding Company Act of 1935 
(‘‘Act’’) designating Section 6(b) of the Act and Rules 
50(a)(2) and 50(a)(5) promulgated thereunder as 
applicable to the proposed transactions. All interested 
persons are referred to the application, which is sum- 
marized below, for a complete statement of the 
proposed transactions. 


By orders dated June 30, August 20, September 15, 1976 
and February 23, 1977 (HCAR Nos. 19598, 19655, 19680, 
and 19898), this Commission, among other things, 
authorized the issuance and sale of short-term notes by 
1&M to 39 banks with lines of credit in an aggregate 
amount of $190,345,000. By said orders, |&M was 
authorized to incur short-term borrowings through June 
30, 1977, to mature no later than December 31, 1977, in 
an aggregate principal amount not to exceed 
$175,000,000 outstanding at any time. This amount, 
date, and maturity were to be limited as allowable under¢ 
1&M’s Articles of Acceptance (20% of capitalization as 
defined therein, December 31, 1976, and June 30, 1977 
respectively). 1&M was granted an exception from the 
competitive bidding requirements of Rule 50 in 
connection with the issuance of this short-term debt. 
Pursuant to order dated September 29, 1976 in pro- 
ceeding 70-5887 (HCAR No. 19697), 1!&M called a 
special meeting of its cumulative preferred shareholders 
on October 13, 1976, at which time |1&M was permitted, 
under its Articles of Acceptance, to issue short-term 
debt up to 20% of capitalization as defined therein, to 
December 31, 1980, with maturity no later than June 
30, 1981. 


By its fifth post-effective amendment, |&M _ requests 
that the authority granted to it in the above-cited orders, 
and the exception from the competitive bidding require- 
ments of Rule 50, be extended to allow |&M to issue and 
sell short-term notes to 37 named banks, to a dealer in 
commercial paper and to the trust departments of two 
commercial banks, to June 30, 1978. 1&M proposes to 
incur such short-term debt in an aggregate principal 
amount not to exceed $125,000,000 outstanding at any 











one time, with none of the notes to mature later than 
December 31, 1978. As of May 5, 1977, |&M_ had 
$111,893,000 of such short-term debt outstanding. 


It is further stated that 1&M has lines of credit with ani 


named banks which total $189,840,000. Each note 
payable to a bank to be issued by |&M under these lines 
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will mature not more than 270 days after the date of 
issuance or renewal thereof, generally will bear 
pnterest at an annual rate not greater than the prime 
commercial rate of the bank in effect at the time of 
issuance or from time to time while it is outstanding, and 
will be payable by |&M at any time without premium or 
penalty. 1&M’s bank lines require 1&M to maintain com- 
pensating balances, generally equal to 10% of the 
amount of credit made available, plus 10% of the 


@erouni of any borrowings under the lines. If the full 


amount were borrowed from a bank under the above 
compensating balance requirements, the effective 
interest cost to 1&M would be 125% of the current prime 
commercial rate, or 8-1/8% in the case of a prime rate of 
6-12%. In the case of 26 of the banks, with lines of credit 
totalling $22,840,000, 1&M maintains deposit balances 
for its operational and financial needs in amounts 
sufficient to satisfy any compensating balance required 
with respect to borrowings from such banks. 


Itis further proposed that commercial paper will be sold 
directly by |1&M to Lehman Commercial Paper Incor- 
porated (the ‘‘Dealer’’). The commercial paper will 
consist of promissory notes in denominations of not less 
than $50,000 nor more than $5,000,000, of varying 
maturities, with no maturity more than 270 days after 
the date of issue; such notes will not be repayable prior 
to maturity and will be sold at a discount rate not in 
excess of the discount rate per annum prevailing at the 
ime of issuance for commercial paper of comparable 
quality and maturity. No commercial paper will be 
issued having a maturity of more than 90 days if such 
commercial paper would have an effective interest cost 
to 1&M which exceeds the effective interest cost at 
which 1&M could borrow from commercial banks. The 
Dealer will reoffer the commercial paper, at a discount 
rate 1/8 of 1% per annum less than the discount rate at 
which such notes were purchased from I|&M, to not 
more than 200 of the dealer’s customers designated in a 
non-public list prepared by the dealer in advance. No 
sales of such commercial paper will be made to any cus- 
tomer unless that customer has received up-to-date 
reports as to the credit position of |&M. It is expected 
that the Dealer’s customers will hold such commerical 
paper to maturity; but if any such customer wishes to 
resell 1|&M commercial paper prior to maturity, the 
Dealer, pursuant to a verbal repurchase agreement, 
will repurchase the commercial paper and reoffer it to 
other customers on its non-public list. 


1&M also proposes to issue and sell its demand notes to 
the trust departments of Fort Wayne National Bank, 
Fort Wayne, Indiana and Lincoln National Bank, Fort 
Wayne, Indiana in principal amounts totaling not more 
than $5,000,000 and $10,000,000, respectively, at any 
time. It is stated that these banks’ trust departments 
have a flow of funds, as fiduciaries for various accounts, 
which is available for short-term investment in such 
demand notes. The notes to be issued and sold to the 


trust departments will be promissory notes in denomina- 
tions of not less than $1,000, bearing an interst rate equi- 
valent to the highest rate paid daily by General Motors 
Acceptance Corporation on its commercial paper with a 
maturity of (i) less than 90 days, in the case of demand 
notes issued to Lincoln National Bank, and (ii) less than 
180 days in the case of notes issued to Lincoln National 
Bank. Notes issued from January 1 to June 30 will 
mature July 1 of the same year and those issued from 
July 1 to December 31 will mature January 1 of the 
following year. Each bank trust department will have the 
right to demand payment of the notes at any time, and 
1&M will have the right to prepay at any time without 
premium or penalty, all or any part of the principal 
amount of such notes outstanding. 


On May 13, 1977 the highest rate paid by General 
Motors Acceptance Corporation on commercial paper 
with a maturity of less than 180 days was 5-14%. This 
rate was approximately 1% less than the rate at which 
1&M was then able to issue commercial paper of com- 
parable maturities and approximately 2-/2% below the 
effective rate for bank borrowings based on a prime 
commercial rate of 6-14 % and compensating balances of 
20%. It is stated that based on past experience, the 
interest rate on these demand notes will consistently be 
lower than the comparable rates for commercial paper 
and bank borrowings, including the effect of compen- 
sating balances. 


The proceeds from the issues and sale of the notes will be 
used by |&M to reimburse its treasury for past expen- 
ditures made in connection with its construction 
program and to pay part of the cost of its future construc- 
tion program. Such construction expenditures for the 
year 1977 are estimated at approximately $158,800,000, 
exclusive of the cost of the construction program of 
1&M’s subsidiary, Indiana & Michigan Power Company. 
The estimate of this subsidiary’s construction expen- 
ditures for the year 1977 is approximately $74,300,000. 


1&M claims exception from the competitive bidding re- 
quirements of Rule 50 for the proposed issuance of notes 
to banks and demand notes to bank departments pur- 
suant to paragraph (a)(2) thereof. Additionally, |&M 
requests exception from the competitive bidding re- 
quirements of Rule 50 for the proposed issue and sale of 
its commercial paper pursuant to paragraph (a)(5) 
thereof on the grounds that it is not practicable to invite 
competitive bids for commercial paper and that current 
rates for commercial paper of prime borrowers such as 
1&M are published daily in financial publications. 


The post-effective amendment states that'no expenses 
are to be incurred in connection with the proposed trans- 
actions. It is further stated that no state commission and 
no federal commission, other than this Commission, has 
jurisdiction over the proposed transactions. 
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NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 14, 1977, request in 
writing that a hearing be held on such matter, stating the 
nature of his interest, the reasons for such request, and 
the issues of fact or law raised by said application which 
he desires to controvert; or he may request that he be 
notified if the Commission should order a hearing 
thereon. Any such request should be addressed: Secre- 
tary, Securities and Exchange Commission, Washing- 
ton, D.C. 20549. A copy of such request should be served 
personally or by mail upon the applicant at the above- 
stated address, and proof of service (by affidavit or, in 
case of an attorney-at-law, by certificate) should be filed 
with the request. At any time after said date, the appli- 
cation, as amended by said post-effective amendment or 
as it may be further amened, may be granted as provided 
in Rule 23 of the General Rules and Regulations promul- 
gated under the Act, or the Commission may grant 
exemption from such rules as provided in Rules 20(a) 
and 100 thereof or take such other action as it may deem 
appropriate. Persons who request a hearing or advice as 
to whether a hearing is ordered will receive any notices 
and orders issued in this matter, including the date of 
the hearing (if ordered) and any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20086/ June 22, 1977 


In the Matter of 
THE COLUMBIA GAS SYSTEM, INC. 


THE COLUMBIA ALASKAN GAS TRANSMISSION 
CORPORATION 
Wilmington, Delaware 


(70-5513) 


ORDER AUTHORIZING GAS TRANSMISSION COM- 
PANY TO PARTICIPATE IN ARCTIC GAS VENTURE 


The Columbia Alaskan Gas Transmission Corporation 
(‘Columbia Alaskan’’), a non-utility gas transportation 
subsidiary of The Columbia Gas System, Inc. 
(‘“‘Columbia’’), a registered holding company, has filed 
a post-effective amendment to a previously amended 
application-declaration with this Commission pursuant 
to Sections 9 and 10 of the Public-Utility Holding 
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Company Act of 1935 (‘‘Act’’) as applicable to the pro. 
posed transaction. 








Columbia Alaskan was incorporated in 1974 b 
Columbia to participate in projects for development of 
proven gas reserves in the Arctic regions of Alaska and 
Canada and to transport any gas produced to markets in 
the United States. By order dated August 16, 1974 
(HCAR No. 18534), the Commission authorized 
Columbia Alaskan to issue and Columbia to acquire up 
to 40,000 shares of Columbia Alaskan’s common stock, 
$25 par value. The Commission also authorized 
Columbia Alaskan to participate in the Northern Border 
Pipeline Company General Partnership Agreement 
(‘‘Northern Agreement’’) with five other companies, as 
partners, and apply the proceeds from the sale of its 
common stock to the capital of the partnership to 
finance the Northern Border Project. The Northern 
Border Project represents the third and final stage of 
the overall pipeline project, extending through the 
United States to a terminal near Delmont, 
Pennsylvania. 


Columbia Alaskan has now entered into the Alaskan 
Arctic Gas Pipeline Company General Partnership 
Agreement (‘‘Alaskan Agreement’’) with seven other 
companies, pursuant to which gas will be transported 
over the first leg of the overall pipeline project extend- 
ing from the North Slope of Alaska to the Alaskan-, 
Canadian border. This is the first step of the Gas Arctic 
Project, which represents the overall! undertaking of the 
partners to deliver gas from the Arctic regions of 
Canada and Alaska to markets in the United States. A 
proposal by Columbia Alaskan to participate in a 
venture for transporting gas through Canada, the 
second step of the Gas Arctic Project, will be the 
subject of a further post-effective amendment to this 
application-declaration. 


The Alaskan Agreement, like the Northern Agreement, 
provides, among other things, that Columbia Alaskan’s 
obligations thereunder are contingent upon Commis- 
sion approval and that it will contribute its share to the 
capital requirements of the partnership over a period of 
years. Columbia Alaskan’s contributions to the partner- 
ship will be made from proceeds from the sale of its 
common stock to Columbia which has previously been 
authorized. Any additional capital contributions will be 
the subject of further applications to this Commission. 
The partnership will be succeeded, pursuant to the 
terms of the Alaskan Agreement, by the Alaskan Gas 
Transmission Company (‘‘Alaskan Company’’), a 
corporation to be organized under Alaskan Gas 
to take over the assets and obligations of the partner- 














ship. The Alaskan Company will issue shares to the 
partners in consideration for the transfer of the partner-. 
ship business in proportion to each partner’s respectively) 
interest in the partnership, as defined in the Alaskan 
Agreement. 
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No State or Federal commission, other than this Com- 
mission, has jurisdiction over the proposed transaction. 
live notice of the filing of said post-effective 
amendment has been given in the manner prescribed in 
Rule 23 promulgated under the Act (HCAR No. 
90051), and no hearing has been requested of or 
ordered by the Commission. Upon the basis of the facts 
in the record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in 
the interest of investors and consumers that said post- 
effective amendment be granted and permitted to 
become effective: 


IT |S ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said post-effective 
amendment be, and it hereby is, granted and permitted 
to become effective forthwith, subject to the terms and 
conditions prescribed in Rule 24 promulgated under the 
Act. 


For the Commission, by the Division of Corporate Re- 
gulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Rel. No. 20087/ June 22, 1977 


In the Matter of 


GENERAL PUBLIC UTILITIES CORPORATION 
Parsippany, New Jersey 


(70-6011) 


ORDER AUTHORIZING ISSUE AND SALE OF COM- 
MON STOCK BY HOLDING COMPANY PURSUANT 
TO AN UNDERWRITTEN RIGHTS OFFERING 


General Public Utilities Corporation (‘‘GPU’’), a re- 
gistered holding company, has filed a declaration, and 
an amendment thereto, with this Commission pursuant 
to Sections 6(a), 7, and 12(c) of the Public Utility Hold- 
ing Company Act of 1935 (‘‘Act’’) and Rules 42 and 50 
promulgated thereunder regarding the following 
proposed transaction. 


GPU proposes to offer up to 3,770,000 authorized but 
unissued shares of its common stock for subscription by 
the holders of its outstanding shares of common stock 


on the basis of 1 share for each 15 shares of common 
stock held on the record date. The record date will be 
June 29, 1977, or such later date as GPU’s registration 
statement under the Securities Act of 1933 may become 
effective. The subscription price, to be determined by 
GPU at about 4:15 p.m. on June 29, 1977, the 
anticipated record date, will: not be more than 100% 
and not less than 85%, of the closing price of GPU com- 
mon stock on the New York Stock Exchange on that 
day. The subscription offer will expire July 22, 1977, 
unless the record date should be later than June 29, 
1977, in which event the expiration date will be speci- 
fied by amendment. 


In connection with the subscription rights offering, 
GPU anticipates that it may effect stabilizing trans- 
actions in order to maintain the market price of its 
common stock at a level above that which might other- 
wise prevail in the open market. GPU states that it 
acquire no more than 300,000 shares of its common 
stock pursuant to these stabilizing activities. The ag- 
gregate of the shares of common stock offered pursuant 
to the subscription offer, including the shares, if any, 
purchased by GPU in connection with such stabilizing 
activities, are hereinafter referred to as ‘‘additional 
common stock.’’ 


Rights to subscribe to the additional common stock will 
be evidenced by transferable subscription warrants 
which will be issued to all record holders of GPU com- 
mon stock as promptly as practicable after the record 
date. No fractional shares will be issued; however, any 
holder with more than 15 shares, but not an exact 
multiple thereof, may purchase, at the subscription 
price, one extra share of additional common stock. A 
stockholder with less than 15 shares of common stock 
will be entitled to purchase, at the subscription price, 
one full share of additional common stock. 


In addition, each holder of a warrant or warrants who 
exercises such warrant or warrants in full will be given 
the privilege of subscribing, subject to allotment, at the 
same subscription price, for unsubscribed shares of ad- 
ditional common stock (‘‘over-subscription privilege’’). 
GPU proposes to take such action as is appropriate to 
effect the admission for trading of the subscription 
rights on the New York Stock Exchange. 


GPU does not propose to mail warrants to stockholders 
whose registered addresses are outside the United 
States, Bermuda, Canada and Mexico. To the extent 
that GPU does not receive instructions from such stock- 
holders to exercise their warrants, the rights evidenced 
by such warrants may be sold by Hartford National 
Bank and Trust Company, the subscription agent, for 
the account of such stockholders. 


GPU further proposes to issue and sell, subject to the 
competitive bidding requirements of Rule 50 under the 
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Act, such of the shares of the additional common stock 
as are not purchased pursuant to the subscription offer. 
The subscription price, which will also be the price to 
be paid by the successful bidder or bidders, will be set 
by GPU at least 30 minutes before the time of sub- 
mitting bids. GPU will pay the underwriters for their 
commitments and obligations the sum of 10 cents per 
share for each share of additional common stock, plus 
an amount per share to be specified in the bid for each 
unsubscribed share purchased and for each share 
purchased by underwriters upon the exercise of rights 
purchased (but excluding any additional common stock 
purchased pursuant to the over-subscription privilege). 


It is stated that the net proceeds of the sale of additional 
common stock will be applied by GPU to repay at or 
before maturity all or a portion of GPU’s short-term 
indebtedness incurred to make additional investments 
in subsidiaries, and/or to reimburse its treasury for 
prior investments in its subsidiaries. 


The fees and expenses to be incurred in connection with 
the proposed transaction are estimated at $1,070,000, 
including subscription agent and registrar charges of 
$529,000, printing and engraving fees of $245,000, 
mailing expenses of $170,000, and legal fees of 
$44,000. Fees of counsel for the underwriters, to be 
paid by the successful bidders, are estimated at 
$24,000. No state commission and no federal com- 
mission, other than this Commission, has jurisdiction 
over the proposed transaction. 


Due notice of the filing of said declaration has been 
given in the manner prescribed in Rule 23 promulgated 
under the Act (HCAR No. 20025), and no hearing has 
been requested of or ordered by the Commission. Upon 
the basis of the facts in the record, it is hereby found 
that-the applicable standards of the Act and the rules 
thereunder are satisfied and that no adverse findings 
are necessary; and that it is appropriate in the public 
interest and in the interest of investors and consumers 
that said declaration, as amended, be permitted to be- 
come effective: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said declaration, 
as amended, be, and it hereby is, permitted to become 
effective forthwith, subject to the terms and conditions 
prescribed in Rules 24 and 50 promulgated under the 
Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 35-20088 


SEE: 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 34-13659 








INVESTMENT COMPANY ACT OF 1940 





INVESTMENT COMPANY ACT OF 1940 
Release No. 9821 / June 21, 1977 


In the Matter of 


MASSACHUSETTS MUTUAL LIFE 
COMPANY 


INSURANCE 


and 


MASSMUTUAL CORPORATE INVESTORS, INC. 
1295 State Street 
Springfield, Massachusetts 01111 





(812-4133) 


NOTICE OF FILING OF APPLICATION FOR ORDER 
PURSUANT TO SECTION 17(d) OF THE ACT AND 
RULE 17d-1 THEREUNDER. 


NOTICE IS HEREBY GIVEN that Massachusetts 
Mutual Life Insurance Company (‘‘Insurance Com- 
pany’’), a mutual life insurance company organized 
under the laws of the Commonwealth of Massa- 
chusetts, and MassMutual Corporate Investors, Inc. 
(‘‘Fund’’) (hereinafter referred to collectively with the 
Insurance Company as ‘‘Applicants’’), a non-diversi- 
fied, closed-end management investment company re- 
gistered under the Investment Company Act of 1940 
(‘‘Act’’), filed an application on May 9, 1977, and an 
amendment thereto on June 16, 1977, pursuant to 
Section 17(d) of the Act and Rule 17d-1 thereunder for 
an order of the Commission permitting Applicants to 
engage in the transaction described below. All 
interested persons are referred to the application on file 
with the Commission for a _ statement of the 
representations contained therein which are sum- 
marized below. 














Applicants state that pursuant to an order of the Com- 
mission issued August 19, 1971 (Investment Company 
Act Release No. 6690), the Insurance Company, which 
acts as investment adviser to the Fund, is permitted to 
invest concurrently for its general account in each issue 
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of securities purchased by the Fund at direct placement 
and to exercise warrants, conversion privileges and 
other rights at the same time as the Fund. 


Applicants state further that this order is subject to 
several conditions, which require, inter alia, that pur- 
chases at direct placement of securities which would be 
consistent with the investment policies of the Fund be 
shared equally by the Insurance Company and the Fund 
and that, once the Insurance Company and the Fund 

interests in an issuer, neither the 


OD have acquired 
‘a Insurance Company nor the Fund, unless otherwise 


permitted by order of the Commission, may acquire any 
further interest in such issuer other than interests in all 
respects identical. Applicants state that on September 
21, 1972, the Insurance Company and the Fund each 
purchased the following securities issued by American 
Gemsmiths, Inc. (‘“‘Gemsmiths’’), pursuant to separate 
but identical purchase agreements (‘‘Old Purchase 
Agreements’’): $964,250 in aggregate principal amount 
(reduced to $899,750 as a result of scheduled prepay- 
ments) of 812% Senior Subordinated Notes due 1987 
(‘Old Notes’’); 1,250 shares of $4.00 cumulative pre- 
ferred stock, par value $100 per share (‘‘Preferred 
Stock’’); 1,150 shares of Class A Common Stock; and 
12,850 shares of Class B Common Stock (non-voting 
and convertible share for share into Class A Common 
Stock). Applicants state that as a result of such owner- 
ship, the Applicant and the Fund each own 50% of the 
Class B Common Stock and approximately 1.56% of the 
Class A Common Stock of Gemsmiths. According to the 
application, Gemsmiths, a Delaware corporation, is in 
the business of purchasing diamonds for resale as rings 
and other jewelry to retail jewelry stores. 


The Insurance Company proposes to purchase at direct 
placement $3,000,000 in principal amount of a new 
issue of 9-5/8% Senior Notes due 1992 (‘‘New Notes’’) 
of Gemsmiths. Applicants request an order, pursuant 
to the provisions of Section 17(d) of the Act and Rule 
17d-1 thereunder: (1) permitting the Insurance 
Company to acquire the New Notes since both the 
Insurance Company and the Fund presently own equal 
amounts of Gemsmiths securities and (2) permitting 
Applicants to amend the Old Notes and Old Purchase 
Agreements to: (a) increase the interest rate on the Old 
Notes from 8%% to 9%; (b) eliminate provisions 
subordinating the Old Notes to certain other 
indebtedness of Gemsmiths; and (c) restate the 
financial covenants included in the Old Purchase 
Agreements to conform them to the financial covenants 
to be included in the purchase agreement relating to 
the purchase of the New Notes. According to the 
application, Gemsmiths intends to apply the proceeds 
from the sale of the New Notes to retire short-term bank 
borrowings of approximately $2,900,000 and to provide 
additional working capital. The application states that, 
should the order requested herein be granted, the 


Insurance Company will be the sole purchaser of the 
New Notes. 


Applicants state that the issuance by Gemsmiths of the 
New Notes to the Insurance Company would be 
prohibited by a financial covenant contained in the Old 
Purchase Agreements. Applicants state further that in 
order to secure the permission of the Fund and the 
Insurance Company for the issuance of the New Notes, 
Gemsmiths has agreed to increase the interest rate on 
the Old Notes held by the Insurance Company and the 
Fund from 812% to 9% and to eliminate provisions in 
the Old Purchase Agreements subordinating the Old 
Notes to certain other indebtedness of Gemsmiths, 
thereby upgrading the Old Notes to Senior Note 
obligations co-equal with the New Notes. Applicants 
also state that Gemsmiths has requested that all the 
financial covenants included in the Old Purchase 
Agreements be restated to conform them to the 
financial covenants to be contained in the purchase 
agreement relating to the New Notes. 


Applicants represent that the Board of Directors of the 
Fund has unanimously approved the proposed 
amendments to the Old Notes and Old Purchase Agree- 
ments and has determined that such amendments are 
in the best interests of the Fund. Applicants represent 
further that any additional material changes to the pro- 
posed financial covenants must be approved by the 
Fund’s Board of Directors, including a majority of those 
directors who are not interested persons of Applicants. 


Applicants state that the proposed acquisition is not an 
appropriate investment for the Fund; the investment 
policy of the Fund specifies that the investments of the 
Fund will be long-term obligations and, io a limited 
extent, preferred stocks, purchased directly from the 
issuers, if such obligations or preferred stocks have 
‘equity features.’’ Applicants represent that the New 
Notes lack such equity features and, therefore, would 
not be a permissible investment for the Fund. 


Applicants submit that neither the Insurance Company, 
any affiliated person of the Insurance Company, (as 
that term is defined by the Act), the Fund, nor any 
affiliated person of the Fund, owns any securities of 
Gemsmiths nor Gemsmiths’ affiliates, other than the 
Old Notes and the other securities purchased pursuant 
to the Old Purchase Agreements as set forth above. 


Section 17(d) of the Act and Rule 17d-1 thereunder, 
taken together, provide, in part, that it is unlawful for 
an affiliated person of a registered investment com- 
pany, acting as principal, to effect any transaction in 
which such registered company is a joint participant, 
without the permission of the Commission. Rule 17d-1 
provides, in part, that in passing upon applications for 
orders granting such permission, the Commission will 
consider (1) whether the participation of the investment 
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company in such transaction on the basis proposed is 
consistent with the provisions, policies and purposes of 
the Act, and (2) the extent to which such participation is 
on a basis different from or less advantageous than that 
of other participants. 


Applicants submit that: (1) the Insurance Company did 
not contemplate any investment in the New Notes at the 
time of the purchase of the Gemsmiths securities in 
1972; (2) such prior purchase was not tied to or induced 
by any discussions with respect to the purchase and 
sale of the New Notes or any similar securities; and (3) 
there is no connection between the purchase of the out- 
standing Gemsmiths securities and the proposed 
issuance and sale of the New Notes to the Insurance 
Company other than the fact that the Insurance Com- 
pany established a relationship with Gemsmiths in 1972 
at the time of the prior acquisition. Although the Fund 
is prohibited by its investment policy from purchasing 
the New Notes, Applicants also submit that the 
issuance of the New Notes will benefit the Fund since 
such issuance is conditioned upon an increase in the 
interest rate on the Old Notes held by the Insurance 
Company and the Fund from 812% to 9% and upon the 
upgrading of such subordinated notes to senior note ob- 
ligations co-equal with the New Notes. Applicants 
submit further that disadvantage to the Insurance 
Company would result if it were not permitted to 
acquire the New Notes. For the foregoing reasons, 
Applicants submit that the proposed transaction is not 
less advantageous to the Fund than to the Insurance 
Company, and that the proposed transaction is 
consistent with the provisions, policies and purposes of 
the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 14, 1977, at 5:30 p.m., 
submit to the Commission in writing a request for a 
hearing on the matter accompanied by a statement as to 
the nature of his interest, the reason for such request, 
and the issues, if any, of fact-or law proposed to be 
controverted, or he may request that he be notified if 
the Commission shall order a hearing thereon. Any 
such communication should be addressed: Secretary, 
Securities and Exchange Commission, Washington, 
D.C. 20549. A copy of such request shall be served 
personally or by mail upon Applicants at the address 
stated above. Proof of such service (by affidavit or, in 
case of an attorney-at-law, by certificate) shall be filed 
contemporaneously with the request. As provided by 
Rule 0-5 of the Rules and Regulations promulgated 
under the Act, an order disposing of the application will 
be issued as of course following said date unless the 
Commission thereafter orders a hearing upon request 
or upon the Commission’s own motion. Persons who 
request a hearing, or advice as to whether a hearing is 
ordered, will receive any notices and orders issued in 
this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 
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For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. IC-9822 


-SEE: 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 34-13659 


INVESTMENT COMPANY ACT OF 1940 
Release No. 9823 / June 22, 1977 


In the Matter of 
AMERICAN GENERAL BOND FUND, INC. 


AMERICAN GENERAL CONVERTIBLE 
SECURITIES, INC. 

3910 Keswick Road 

Baltimore, Maryland 21211 


and 


THE VARIABLE ANNUITY LIFE INSURANCE 
COMPANY, SEPARATE ACCOUNT ONE 


and 


THE VARIABLE ANNUITY LIFE INSURANCE 
COMPANY, SEPARATE ACCOUNT TWO 

2777 Allen Parkway 

Houston, Texas 77019 


(812-4131) 


NOTICE OF FILING OF APPLICATION PURSUANT 
TO SECTION 6(c) OF THE INVESTMENT COMPANY 
ACT OF 1940 FOR EXEMPTION FROM SECTION 2(a) 
(19). 


NOTICE IS HEREBY GIVEN that American General 
Bond Fund, Inc., and American General Convertible 
Securities, Inc., closed-end investment companies 
registered under the Investment Company Act of 1940 
(the ‘‘Act’’), and The Variable Annuity Life Insurance 
Company Separate Account One and The Variable 


Annuity Life Insurance Company Separate Account , 


Two, open-end investment companies registered under 
the Act, (hereinafter collectively called ‘‘Applicants’’), 
have filed an application for an order of the Commission 
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pursuant to Section 6(c) of the Act declaring that R. 
Miller Upton shall not be deemed an ‘‘interested 
person’ of the Applicants within the meaning of 
Section 2(a)(19) of the Act soley by reason of his status 
aadirector of Home Life Insurance Company (‘‘Home 
Life’). All interested persons are referred to the appli- 
cation on file with the Commission for a statement of 
the representations made therein, which are 
summarized below. 


Dr. R. Miller Upton, a nominee for election as a 
member of the Boards of Directors and Boards of 
Managers of the Applicants is also a director of Home 
Life. Home Life is a mutual life insurance company 
organized under the laws of the State of New York on 
May 1, 1860, and has continuously engaged in the 
insurance business since that time. It is licensed to 
conduct a life insurance, annuity and health insurance 
business in all fifty states, the District of Columbia, and 
the Commonwealth of Puerto Rico. Soley because it 
sells variable annuity contracts, Home Life has 
registered with the Securities and Exchange 
Commission as a broker-dealer under the Securities 
Exchange Act of 1934 (the ‘‘Exchange Act’’), and is a 
member of the National Association of Securities 
Dealers, Inc. Applicants represent that Home Life, 
which is not in the business of effecting securities 
brokerage transactions, has never effected any securi- 
ties brokerage transactions on behalf of the Applicants, 
merican General Insurance Co. (parent of the Appli- 
cants’ investment advisers), any subsidiary company of 
American General Insurance Company, or with any 
investment company advised by Applicants’ invest- 
ment advisers. Applicants further represent that so 
long as Dr. R. Miller Upton remains a director of Home 
Life and of them, they will not effect any securities 
brokerage transactions with Home Life. 


Applicants also represent that Dr. R. Miller Upton is 
not an officer or employee of Home Life and does not 
participate in the day-to-day operations of Home Life. 


Section 2(a)(19) of the Act, in pertinent part, defines an 
“interested person’’ of an investment company to in- 
clude any broker or dealer registered under the Ex- 
change Act, or any affiliated person of such broker or 
dealer. Section 2(a)(3) of the Act defines an affiliated 
person of another person to include any director of such 
other person. Dr. R. Miller Upton, as director of Home 
Life, is an affiliated person of a broker or dealer, and is 
thus an ‘‘interested person’’ of the Applicants within 
the definition of Section 2(a)(19). 


Section 6(c) of the Act provides that the Commission 
may conditionally or unconditionally exempt any 
person, security, or transaction, or any class or classes 
securities, or transactions from any 
provision of the Act or from any rule or regulation 
under the Act if and to the extent such exemption is 


necessary or appropriate in the public interest and 
consistent with the protection of investors and the 
purposes fairly intended by the policy and provisions of 
the Act. 


Applicants contend that Dr. R. Miller Upton should not 
be deemed an ‘‘interested person’’ of Applicants 
because his affiliation with Home Life does not affect 
Applicants, and will not impair his independence in 
acting on behalf of Applicants and their respective 
shareholders. Therefore, Applicants argue that the re- 
quested exemption is consistent with the provisions of 
Section 6(c) of the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, nct later than July 18, 1977, at 5:30 p.m., 
submit to the Commission in writing a request for a 
hearing on the matter accompanied by a statement as to 
the nature of his interest, the reasons for such request, 
and the issues, if any, of fact or law proposed to be 
controverted, or he may request that he be notified if 
the Commission shall order a hearing thereon. Any 
such communication should be addressed: Secretary, 
Securities and Exchange Commission, Washington, 
D.C. 20549. A copy of such request shall be served 
personally or by mail upon Applicants at the addresses 
stated above. Proof of such service (by affidavit, or in 
case of an attorney-at-law, by certificate) shall be filed 
contemporaneously with the request. As provided by 
Rule 0-5 of the Rules and Regulations promulgated 
under the Act, an order disposing of the application will 
be issued as of course following said date unless the 
Commission thereafter orders a hearing upon request 
or upon the Commission’s own motion. Persons who 
request a hearing, or advice as to whether a hearing is 
ordered, will receive any notices and orders issued in 
this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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LITIGATION 





Litigation Release No. 7980/June 20, 1977 


SEC v. CRAIG MORRIS OIL INC., ET AL. 
(District of Kansas) (Civil Action 77-1221) 


Richard M. Hewitt, Administrator of the Fort Worth 
Regional Office of the Securities and Exchange Com- 
mission, today announced that on June 10, 1977, 
Federal District Judge Wesley E. Brown, at Wichita, 
Kansas, entered an Order of Permanent Injunction by 
Consent against Craig Morris Oil, Inc., Arkansas City, 
Kansas, and Craig Leon Morris, Winfield, Kansas, 
enjoining them from violations of the registration pro- 
visions of the federal securities laws in connection with 
the offer and sale of fractional undivided working 
interests in oil and gas leases located in Kay County, 
Oklahoma and Cowley and Sumner Counties, Kansas, 
issued by Craig Morris Oil, Inc. 


The defendants consented to the entry of the Order of 
Permanent Injunction by Consent without admitting or 
denying the allegations in the Commission’s 
Complaint. The Complaint, which was filed on June 9, 
1977, charges Craig Morris Oil, Inc., Craig Leon Morris 
and Myrle Hoppe, Denver, Colorado, of violations of 
the securities registration provisions of the federal 
securities laws. 





Litigation Release No. 7981/June 21, 1977 


U.S. v. ROBERT W. BRADFORD 
(N.D. Ga. CR 77-79A) 


John W. Stokes, Jr., United States Attorney for the 
Northern District of Georgia, and Jule B. Greene, 
Administrator of the Atlanta Regional Office of the 
Securities and Exchange Commission announced that 
on June 9, 1977, Robert W. Bradford of Memphis, 
Tennessee, was convicted on five counts of wire fraud 
in United States District Court for the Northern District 
of Georgia after a four day jury trial presided over by 
the Honorable Richard C. Freeman, United States 
District Judge. 


Bradford had been iridicted by a federal grand jury on 
February 22, 1977 on charges that he and an associate 
induced investors to sell municipal bonds and 
converted the proceeds to their personal use. 


The date of sentencing has not been set. 
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For further information, see Litigation Release No, 
7813. 








Litigation Release No. 7982/June 21, 1977 


SEC v. HUGHES OIL & GAS, INC., ET AL 
N/D Tex. (CA-4-76-284) 


Richard M. Hewitt, Administrator of the Fort Worth 
Regional Office, announced that on June 14, 1977, 
Federal District Judge Eldon 8. Mahon, at Fort Worth, 
Texas, entered an Order of Permanent Injunction by 
Consent against Jack L. Deaton and Energy Industrial 
Development, Inc., both of Fort Worth, Texas, enjoin- 





ing them from violations of the registration and anti- : 
fraud provisions of the federal securities laws. Deaton wW 
and Energy Industrial Development, Inc. consented to 

the entry of the Order of Permanent Injunction without F 
admitting or denying the allegations contained in the | 7 


Commission’s Complaint. 


The Complaint, which was filed October 1, 1976, 
alleged that Deaton, Energy Industrial Development, 
Inc. and five other defendants violated the registration 
and antifraud provisions in. connection with the offer 
and sale of fractional undivided working interests in oil 
and gas leases located in Eastland and Palo Pinto 
Counties, Texas, issued by Hughes Oil & Gas, Inc. and 
Energy Industrial Development, Inc. 





The Complaint also alleged that in connection with the | 
offer and sale of such fractional undivided working 
interests, numerous misrepresentations and omissions 
of material facts were made by the defendants, 
including statements as to the background and 
experience of the companies and their officers, the 
financial condition of the companies and undisclosed 
methods of compensation to persons associated with 
Hughes Oil & Gas, Inc. 


For further information, see Litigation Releases Nos. 
7606, 7775, 7859 and 7901. 





Litigation Release No. 7983/June 21, 1977 








SEC v. WASHINGTON COUNTY UTILITY DISTRICT, 
ET AL. 


(E.D. Tenn.) Civil Action No. C-2-77-15 







Jule B. Greene, Administrator of the Atlanta Regional 
Office of the Securities and Exchange Commission, 
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announced that on June 10, 1977 the Honorable C. G. 
Neese, Judge of the United States District Court for the 
Eastern District of Tennessee entered an order of pre- 
himinary injunction enjoining Diversified Securities, 
Inc. a New York corporation and Thomas R. Alcock of 
Hingham, Massachusetts individually and d/b/a T. R. 
Alcock & Co. from further violations of the anti-fraud 
provisions of the federal securities laws in connection 
with the offer and sale of municipal bonds of 
Washington County Utility District, Washington 
County, Tennessee, (WCUD) or any other security. 


The defendants were also enjoined from destroying, 
concealing, altering or disposing of any books or 
records relating to WCUD. 


In addition both defendants were ordered to file within 
30 days an accounting of all monies, property or other 
assets received by them as a result of their activities 
with Washington County. 


For further information, see Litigation Release No. 
7782 and 7868. 





Litigation Release No. 7984/ June 21, 1977 


SEC v. WASHINGTON COUNTY UTILITY DISTRICT, 
ET AL. 
(E.D. Tenn.) Civil Action No. C-2-77-15 


Jule B. Greene, Administrator of the Atlanta Regional 
Office of the Securities and Exchange Commission, 
announced that on June 13, 1977 the Honorable C. G. 
Neese, Judge of the United States District Court for the 
Eastern District of Tennessee entered an order of 
preliminary injunction enjoining Henry C. Miller from 
further violations of the anti-fraud provisions of the 
federal securities laws in connection with the offer and 
sale of municipal bonds of Washington County Utility 
District, Washington County, Tennessee, (WCUD) or 
any other security. 


Miller was also directed to deposit with the Clerk of the 
Court certain properties pending further order of the 
Court. 


For further information, see Litigation Release No. 
7782 and 7868. 





Litigation Release No. 7985/ June 22, 1977 


STATE OF GEORGIA v. F. WALLACE BOWLER 
(Superior Court of DeKalb Co., Ga., Criminal Docket 
No. 20575) 


Arthur K. Bolton, Attorney General of Georgia, and 
Paul F. Leonard and Jule B. Greene, Administrators of 
the Washington and Atlanta Regional Offices of the 
Securities and Exchange Commission, announced that 
on June 16, 1977, a DeKalb County, Georgia, jury 
found F. Wallace Bowler guilty on four counts of 
violating the ‘anti-fraud provisions of the Georgia 
Securities Act of 1957. Judge Clarence Peeler, Jr., of 
the Superior Court of DeKalb County, immediately 
sentenced Bowler to three years in prison, fifteen years 
probation, and a $15,000 fine. 


Bowler had been charged with selling investment 
certificates of the Fidelity Trust Company of Atlanta, 
Georgia, using false and misleading offering circulars 
which stated that funds raised would be used to serve 
the mortgage needs of Atlanta, when in fact such funds 
were used to finance Virginia corporations controlled by 
Bowler. 


For further information, see Litigation Release No. 
7429. 





Litigation Release No. 7986/June 22, 1977 


SEC v. MOR-FILM FARE, INC. ET AL. 
(C.D.CA CV-77-2184-WMB) 


Gerald E. Boltz, administrator of the Los Angeles Re- 
gional Office of the Securities and Exchange Com- 
mission, announced that on June 14, 1977, the Com- 
mission filed a complaint in the United States District 
Court for the Central District of California seeking to 
enjoin Mor-Film Fare, Inc. (Mor-Film) Brothers Capital 
Corp. (Brothers Capital), Marten C. Mortensen, all of 
Lancaster, California, and J. Ross Mortensen of Clovis, 
California, from further violations of the registration 
and anti-fraud provisions of the federal securities laws. 
The Commission’s complaint also seeks ancillary relief 
in the form of an order requiring an accounting and the 
appointment of receivers for Mor-Film and Brothers 
Capital. 


The complaint alleged that defendants raised approxi- 
mately $1,000,000 through the sale of limited partner- 
ship interests in approximately 18 limited partnerships 
to approximately 180 investors. It was further alleged 
that the limited partnerships organized and promoted 
by the defendants were falsely represented to be in the 
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business of acquiring, producing and distributing 
motion pictures and record albums; and that the 
defendants failed to disclose that in many instances 
they had dissipated investors funds and mismanaged 
the partnership’s assets. The complaint further alleged 
that the defendants made false representations 
regarding their investment programs which relate to: 
the tax benefits of the investments; the defendants 
track record; contracts with prominent entertainment 
personalities; the defendants’ financial condition; and 
investors rights to future income from the exhibition 
and distribution.of motion pictures, and record albums. 





Litigation Release No. 7987/June 23, 1977 


SEC v. ORMONT DRUG & CHEMICAL CO., INC., 
United States District Court for the District of 
Columbia, (Civil Action No. 77-1093) 


The Securities and Exchange Commission (‘‘Commis- 
sion’’) announced that on June 22, 1977, the Honorable 
June L. Green of the U.S. District Court for the District 
of Columbia signed a Final Judgment of Permanent 
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Injunction and Order Compelling Filing of Delinquent 
Reports which was consented to by Ormont Drug & 
Chemical Co., Inc. (‘‘Ormont’’) of Englewood, Ne 
Jersey. The Permanent Injunction and Order requiré 
Ormont to file on or before July 8, 1977 certain 
delinquent periodic reports and enjoins Ormont from 
further violations for failure timely to file reports re- 
quired by Section 13(a) of the Securities Exchange Act 
of 1934 and the rules and regulations thereunder. 


According to the Commission’s complaint against 
Ormont filed concurrent with Ormont’s consent to the 
injunction on June 22, 1977, the company failed to file 
with the Commission its annual report on Form 10-K for 
its fiscal year ended December 31, 1976 which was due 
March 31, 1977 and its quarterly report on Form 10-Q 
for the fiscal quarter ended March 31, 1977, due May 
16, 1977. The Court also held that Ormont’s Form 10-K 
filings for the following fiscal years were delinquent 
when filed: 1975, 1974, 1973, 1972 and 1971; and its 
Form 10-Q filings for the following fiscal quarters were 
also delinquent when filed: September 30, 1976; June 
30, 1976; March 31, 1976; September 30, 1975; June 30, 
1975; March 31, 1975; June 30, 1974; March 31, 1974; 
September 30, 1973 and March 31, 1973. 
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